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THE UNEASY CASE FOR PROGRESSIVE 
TAXATION 


WALTER J. BLum AND Harry KALVEN, Jr.* 


I, 


ROGRESSIVE TAXATION IS NOW REGARDED as one of the central ideas 

Pp of modern democratic capitalism and is widely accepted as a secure 

policy commitment which does not require serious examination- 

The single topic of this essay is the extent to which progressive taxation 
can be justified. 

It may seem something of a luxury to indulge in an extensive investiga- 
tion of this question at the present time. There are, to be sure, some indica- 
tions that the subject is newsworthy. The State of Illinois is currently con- 
sidering an amendment to its constitution to permit the enactment of a 
state income tax. While there is considerable support for the adoption of 
an income tax, there is widespread insistence that the amendment contain 
an explicit prohibition against a progressive income tax.’ On the national 
scene attention is finally being paid to the proposal to amend the Constitu- 
tion to limit the rates of federal income taxes by imposing a ceiling of 
twenty-five per cent.? It is clear that the amendment has as one of its prin- 


* Associate Professors of Law, University of Chicago Law School. 


* Both Houses of the Illinois legislature have approved a resolution calling for submitting 
to the electorate in November 1952 a proposal to amend various sections of the revenue article 
of the Illinois Constitution. Proposed new Section 2 provides: ‘‘The General Assembly may 
levy or authorize the levy of such other kinds of taxes as it may deem necessary, which shall 
be uniform upon the same class of subjects within the territorial limits of the authority 
levying the tax, but shall not levy or authorize the levy of a graduated income tax.” 7th 
General Assembly, Illinois, House Joint Resolution 40 (1951). The wording of the amendment 
may conceal a serious ambiguity as to whether the prohibition extends to the kind of pro- 
gression that results from granting an exemption. See text, section 20 infra. The proposed 
amendment was discussed at the University of Chicago Law School Conference on Illinois 
Constitutional Amendments, Evening Session, May 15, 1951. 

* See H.J. Res. 323, 82d Cong. rst Sess. (1951); H.J. Res. 268, 82d Cong. rst Sess. (1951); 
S.J. Res. 108, 82d Cong. 1st Sess. (1951). The proposed amendment is subjected to appropriate 
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cipal purposes the curtailing of progression, at least during periods of 
peace. On the international level the progression issue has put in an ap- 
pearance in the discussions of how the costs of maintaining a common 
military organization are to be apportioned among the member nations of 
the North Atlantic Treaty Organization. The argument is repeatedly 
being advanced that the progressive principle in the tax systems of the 
individual countries offers strong precedent for adapting the principle to 
this new situation.* Apart from these current developments, it is always 
true that every adjustment of federal tax rates necessarily calls into active 
question the principle of progression. Any change in the rates either re- 
affirms the existing degree of progression or alters it. The basic considera- 
tions advanced in every controversy about rate changes echo the argu- 
ments for and against the principle of progression itself.‘ 

These current matters, however, are not the motivating force for this 
essay. It arises out of an attempt to satisfy our curiosity. Like most people 
today we found the notion of progression immediately congenial. Upon 
early analysis the notion retained its attractiveness, but our curiosity as 
to the source of its appeal increased. The somewhat paradoxical character 
we detected in the topic is suggested by certain aspects of its literature. A 
surprising number of serious writers note that progression seems to be in- 
stinctively correct, although they then go on to explore it on rational 
grounds. More striking is the fact that the most devastating critics of the 
defenses for progression are almost invariably its friends. It is close to the 
truth to say that only those who ultimately favor progression on some 
ground have been its effective critics on other grounds.’ It is as though 


scrutiny in 29 Taxes (July 1951). If additional literature on the subject is desired, it can 
be obtained all too easily from the Committee for Constitutional Government, 205 East 42d 
St., New York 17, N.Y. 

3‘*Now this principle [of proportion] may be fair. If so, we must not shirk the obvious 
implications; and it is certain that some countries of continental Europe are not pulling their 
weight. But in fact the full proportional! principle is not in line with modern ideas about the 
equity of tax burdens. All civilized countries now operate on the progressive and not on the 
proportionate principle, namely, the principle that persons with a higher real income should 
contribute a larger proportion of their income in taxation. It would, on this principle, be fair 
that the United States, with its higher real income per head, should contribute a higher pro- 
portion of its national income to the common defence. Indeed, it is inevitable that the pro- 
gressive principle should be adopted. But if it is adopted, it does, of course, greatly complicate 
the problem of equitable burden-sharing.” Mead, Some Economic Problems of Atlantic Union 
Rearmament, Lloyds Bank Rev. 35, 40 (Oct. 1951). 

4 See Blough, The Argument Phase of Taxpayer Politics, 17 Univ. Chi. L. Rev. 604 (1950). 

5 Sufficient evidence for this point may be found in the writings of Seligman, Edgeworth, 
Chapman, Fagan and Simons which are discussed in some detail in the course of the essay. 
This is not to deny that there are some competent critics who in the end rejected progression, 
such as Adams and Bastable. 
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those who have most clearly detected the weaknesses of various lines of 
analysis previously offered to support progression were under a compul- 
sion to find some new way to justify it rather than give it up. The 
hunch that there must be some basis on which an idea as initially attrac- 
tive as progression can be justified is stubborn indeed. 


2 


It is probable that many do not reach the issues of progression because 
they tend to regard as decisive the fact that the rich pay more in taxes 
than the poor. But this is an attribute of both proportionate and progres- 
sive taxes and overlooks the real difference between the two. A proportion- 
ate tax, for example on income, is one which taxes each dollar of income 
at the same rate regardless of the total income of the taxpayer; under it a 
taxpayer with ten times the total income of another would pay ten times 
as much tax. A progressive tax on income is one whose rate increases 
as the income of the taxpayer increases; under it a taxpayer with ten times 
the total income of another would pay something more than ten times as 
much tax. 

There is another basic rate pattern for a tax. The rate of tax, again 
using a tax on income as an illustration, may be graduated downward 
with income and thus be regressive; under this pattern a man with ten 
times the income of another would pay something less than ten times as 
much tax. It is so clear no one today favors any tax because it is 
regressive that the term itself has become colored. Since a regressive 
tax on income is not a serious alternative the question of this essay can be 
narrowed and restated: On what grounds is a progressive tax on income to 
be preferred to a proportionate tax on income? 

The question requires further qualification. It assumes that the rate of 
the tax is being measured against income. Income is not the only possible 
base against which to classify rate patterns; either capital or expenditures 
could be used.® The income base, however, appears to offer the best frame- 
work for analysis of the case for progression, and therefore discussion will 
be focussed on it, although from time to time reference will be made to 
wealth as a base. 
6 Not every tax base would be equally meaningful for progression; thus a ‘‘progressive” 
tax on the consumption of milk would almost certainly be regressive as measured by income 
or wealth. ‘‘Progressive taxes may be divided into two general types: one type of tax is based 
on a flow of money or goods and services during a given period of time, the other on a stock of 
capital or goods belonging to a taxpayer at a given point in time. The principal exemplars 
of the ‘flow’ type of tax are the income tax and the spendings tax; the ‘stock of goods’ type of 


tax includes property taxes, net worth taxes, capital levies, and succession taxes.” Vickrey, 
Agenda for Progressive Taxation 4 (1947). 
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One thing more is required to state the question precisely. Progression 
can refer either to progression in the marginal rates of tax or progression in 
the effective rates of tax.? Marginal rates graduated upwards always pro- 
duce progressive effective rates, but it is possible to obtain progressive 
effective rates without having progressive marginal rates. Under a single 
rate of tax the granting of an exemption to all taxpayers results in a pro- 
gression of effective rates. Such progression comes about because the tax- 
payers have’a progressively larger fraction of their incomes subject to tax 
once they are over the exemption level. The effective rates on total income 
vary from a zero rate at the point of the exemption to a rate approaching, 
but never quite reaching, the single flat rate of tax. This is easily seen by 
considering the combination of a $1,000 exemption for all taxpayers and a 
50 per cent tax on all income over and above the exemption level. A person 
with a $1,000 income pays no tax; a person with a $2,000 income pays a 
25% tax on his total income since he pays a 50% tax on the $1,000 over the 
exemption; similarly a man with $5000 pays an effective tax of 40%; and 
finally a man with $100,000 pays virtually a 50% tax on his total income. 

This distinction between the progression arising from an exemption and 
other forms of progression is of more than technical interest. As a practical 
matter there appears to be no way of granting an exemption to the lowest 
income level in the community without producing the exemption type of 
progression in the effective rates for a large number of persons with in- 
comes above the exemption level.* It is almost unanimously agreed that 
some exemption keyed to at least a minimum subsistence standard of living 
is desirable. Since such an exemption will necessarily result in some degree 
of progression among taxpayers above the exemption level, and since this 
degree of progression appears inescapable, the real issue is whether any 
added degree of progression can be justified. In our tax system it is usual 
to derive such added amount of progression through graduating the mar- 
ginal rates of tax upwards; and in this framework the issue is whether 
graduated marginal rates can be justified. 

With these qualifications the question of the essay can be finally for- 
mulated: On what grounds is a progressive tax on all incomes over a mini- 
mum subsistence exemption to be preferred to a proportionate tax on all 
incomes over a minimum subsistence exemption?® 

7 A popular error under our personal income tax is to confuse the marginal rate on the last 
increment of income and the effective rate on the total income and so to conclude, for example, 


that a taxpayer who reaches the 70% rate bracket is taxed at 70% on his total taxable income. 
® See text, section 20 infra. 


¥In section 20 attention will be given to the possibility of obtaining the progression by 
raising the exemption substantially above a rigorously defined minimum subsistence level. 
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There might appear to be two shorthand ways of disposing of the ques- 
tion. It is not infrequently thought that under modern conditions progres- 
sion in the personal income tax has become a revenue necessity. If the 
regular costs of operating government are now so large that it would not 
be possible to satisfy them through a merely proportionate tax on income, 
perhaps nothing further need be said. But this view appears to be based on 
an erroneous impression of how much of the revenue at the present time is 
produced exclusively by the graduation of rates. Something less than a 
quarter of the total revenue currently raised through the personal income 
tax is attributable to the graduated surtax rates, and there can be no 
doubt that it would be quite possible to obtain the same total through a 
personal income tax having a single basic rate. 

A widely accepted argument for having some degree of progression in 
the federal income tax today is that it merely compensates for the regres- 
sivity of other taxes in our overall tax system.'® Its function in this view is 
to make the total burden from ali taxes proportionate to the incomes of 
taxpayers. There is a question whether in fact our federal income tax, 
which is steeply progressive, serves to do more than counterbalance the 
regressivity of the rest of the system. Two recent interpretations of the 
data have reached widely different conclusions on this score. One found 
that by and large our tax system is proportionate, with an element of pro- 
gression appearing only at the top of the income scale." The other found 
that over broad ranges of the income scale the tax system is highly progres- 
sive.” However, the discussion of the merits of progression does not de- 
pend on which is the better interpretation of the data. The significant 

*¢ Seligman has christened this the ‘‘special compensatory theory.” Seligman, Progressive 
Taxation in Theory and Practice 146 (2d ed., 1909). There seems to be no dissent to this much 


progression, since of course it does not involve the adoption of the principle itself. See Lutz, 
Public Finance 363 (3d ed., 1936). 

*tThe over-all tax structure is by no means as progressive as is generally surmised, at 
least not as far as the lower go percent of the taxpayers are concerned. Rather, the effective 
rate curve follows a U-shaped pattern with regression at the lower end, a proportional range 
over the middle and progression at the upper end of the scale. Over a wide range of incomes, 
including 90 or more per cent of spending units, the progressive elements of the tax structure 
appear to be balanced or outweighed by others which are proportional or regressive.”” Mus- 
grave, Carroll, Cook & Frane, Distribution of Tax Payments by Income Groups: A Case Study 
for 1948, 4 Nat’l Tax J. 1, 28 (1951). 

12 “(Tt appears to me to be established beyond doubt that the national system of taxation as 
a whole is highly progressive in the matter of rates from $1,000 up. This is especially true of 
federal taxation by itself. State and local taxes appear to be slightly progressive in the ranges 
of incomes between $1,000 and $15,000. Above $15,000 they are probably regressive in states 
that have no income taxes, or in which the highest income tax rate is less than 7 per cent, since 
the only state and local taxes that are clearly progressive above $10,000 in their effective 


rates are individual income taxes and inheritance taxes.” Tucker, Distribution of Tax Burdens 
in 1948, 4 Nat’] Tax J. 283 (1951). 
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question is whether the tax system as a whole is intended to be proportion- 
ate or progressive, and the fact that controversy over progression usually 
focuses on the income tax should not be taken to mean that the question is 
being viewed that narrowly. There are relatively few taxes which can be 


vehicles for making the system as a whole progressive, and the income tax 
is probably the best of these. 


3- 

Anyone who is aware of the extent to which philosophical, economic and 
jurisprudential questions are justiciable’* under the American legal 
scheme would expect to find at least one great judicial consideration of the 
principle of progression. As late as 1916 the Yale Law Journal featured an 
article entitled, “The Constitutionality of the Graduated Income Tax 
Law,” which began: 

Whether under the constitutional power to levy a tax Congress may impose upon in- 
comes of larger amounts a higher rate of tax than upon smaller incomes, is a question of 
very grave importance. The Tariff Act of 1913 . . . provides for levying . . . an addi- 
tional income tax. This additional tax is commonly known as a ‘surtax.’ In the opinion 
of a great many lawyers this feature of the income tax law violates that principle of 


equality which requires that all taxable income, so far as amount is concerned, be 
treated alike." 


The article is perhaps most noteworthy because it appears to have been 
virtually the last gasp of constitutional objection to the principle of pro- 
gression. By the time it was published the Supreme Court had disposed of 
all constitutional questions about progression and had done so with re- 
markably little discussion. 

As is well known, the climax of the constitutional controversy in the 
United States over a federal income tax came in 1895 in the celebrated 
Pollock cases.** What is usually remembered about these cases is that the 
Supreme Court adopted the views of taxpayers’ counsel that a tax on the 
income from real and personal property is a direct tax within the constitu- 
tional requirement that direct taxes be apportioned among the states, and 
that since these aspects of the tax were not separable the whole tax was 
unconstitutional."* But there was more to the cases than this. 

3 The phrase is taken from Pekelis, Law and Social Action (1950); see the review of this 
work in 19 Univ. Chi. L. Rev. 406 (1952). 

"4 Hackett, 25 Yale L.J. 427 (1916). 

*s Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429 (1895), rehearing 158 U.S. 
601 (1895). An income tax with explicitly graduated rates, enacted during the Civil War, was 


held to be constitutional in Springer v. United States, 102 U.S. 586 (1880). The progressive 
feature of the tax, however, was not in controversy in that case. 


** Undoubtedly the success of taxpayers’ counsel in the Pollock cases marks a high point in 
American legal advocacy in view of the difficulties in arguing that an income tax was a direct 
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The tax in question, enacted in 1894, had a flat rate of 2% on income 
but allowed each individual taxpayer an exemption of $4,000. It was thus a 
tax which was substantially progressive in effective rates for all taxpayers 
who had incomes above the $4,000 exemption, and this progressivity was 
recognized in public discussions. In fact one of the most bitter attacks ever 
made against progression was directed against this tax.'’ In presenting 
their positions to the Court, counsel for the taxpayers, though placing 
their chief reliance on the direct tax point, did devote a substantial portion 
of their arguments to a second point. They argued that the tax, because of 
the various exemptions it contained, violated the constitutional require- 
ment of uniformity of indirect taxes and contravened the due process 
clause of the Fifth Amendment."* A main target of this attack was the 
$4,000 exemption. On the issue of uniformity the Court divided four to 
four and therefore expressed no opinion. The dissenting opinions, of no- 
table vigor and energy, likewise abstained from discussing the issue. Only 
in the concurring opinion of Justice Field is the question explored, and in 
his view the arbitrariness of the exemption would in itself have been a 
sufficient basis for invalidating the tax: 

The income tax law under consideration is marked by discriminating features which 
affect the whole law. It discriminates between those who receive an income of $4000 
and those who do not. It thus vitiates, in my judgment, by this arbitrary discrimina- 
tion, the whole legislation. . . . The legislation, in the discrimination it makes, is class 
legislation. Whenever a distinction is made in the burdens the law imposes or in the 
benefits it confers on any citizens by reason of their birth, or wealth, or religion, it is 
class legislation, and leads inevitably to oppression and abuses, and to general unrest 
and to disturbance in society. . . . It is the same in essential character as that of the 
English income tax statute of 1691, which taxed Protestants at a certain rate, Catho- 


lics, as a class, at double the rate of Protestants, and Jews at another and separate 
rate.'9 


From the point of view of this essay, the arguments of taxpayers’ coun- 
sel, although frequently vigorous in rhetoric, are of disappointingly little 


tax. Seligman has subjected their scholarship to close and critical scrutiny in The Income 
Tax 531-89 (2d ed., 1921). The manner in which the unconstitutionality of the tax was argued 
perhaps is best reflected in a remark, during oral argument, by Attorney General Richard 
Olney: “It is a matter of congratulation, indeed, that the existence of the Constitution itself 
is not impeached, and that we are not threatened with a logical demonstration that we are 
still living, for all taxable purposes at least, under the regime of the old Articles of Confedera- 
tion.” Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429, 513 (1895). 


*? Wells, The Communism of a Discriminating Income Tax, 130 North Amer. Rev. 236 
(1880). 


*8 See, for example, the argument of W. D. Guthrie, Pollock v. Farmers’ Loan & Trust Co., 
157 U.S. 429, 449 et seq. (1895). 
'9 Thid., at 596. 
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interest. Counsel tended to lump together the $4,000 exemption with the 
various exemptions granted by the law to charities and special corpora- 
tions and to argue that it was an example of a family of arbitrary exemp- 
tions. Moreover, and perhaps more interesting for present purposes, coun- 
sel did not call attention to the fact that the tax was steeply progressive 
among the taxpayers having incomes over the exemption level. They 
noted only that the tax discriminated between the 98% of the population 
who would fall below the exemption level and the 2% who would pay the 
tax and that in this respect the tax was progressive as between the two 
groups. Quite probably it would have made no difference had taxpayers’ 
counsel been more explicit about progression. Nevertheless, as the argu- 
ment was framed the issue seemed to be merely that of the legislature’s 
discretion to set the level of exemptions and not the more challengeable 
principle of progressive rates.”° 

At the federal level there are only three other relevant cases.” In 1898 
the Illinois inheritance tax came before the Court in Magoun v. Illinois 
Trust” The law provided for a graduated rate where property was in- 
herited by remote relatives or strangers. This discrimination in rates was 
challenged under the equal protection clause of the Fourteenth Amend- 
ment. The Court, speaking through Justice McKenna, disposed of the con- 
tention in a summary fashion, holding that since inheritance had always 
been regarded as a special privilege created by the state, the state was free 
to condition its exercise as it saw fit. The Court added that the classifica- 
tion according to size of inheritance seemed reasonable, saying, ““When the 
legacies differ in substantial extent, if the rate increases the benefit in- 
creases to a greater degree.’ In a strong dissent Justice Brewer found 
that the abandonment of the proportionate principle rendered the tax 
clearly unequal and therefore unconstitutional. The vice, he said, was that 
it was “a tax unequal because not proportioned to the amount of the 
estate; unequal because based upon a classification purely arbitrary, to 
wit, that of wealth—a tax directly and intentionally made unequal.””*4 In 
reaching this conclusion Justice Brewer stated that the majority seems to 
have “conceded that if this were a tax upon property such increase in the 


2° See the argument of James C. Carter, ibid., at 526. 


2* The constitutionality of progression under state constitutions has been raised with some 
frequency. The cases are reviewed in Crane, Progressive Income Taxes and Constitutional 
Uniformity of Taxation, 2 Pitt. L. Rev. 44 (1935). The cases are not helpful on the merits of 
the principle of progression. 

#170 U.S. 283 (1898). 

33 Thid., at 300. 4 Tbid., at 303. 





1952) THE UNEASY CASE FOR PROGRESSIVE TAXATION 425 


rate of taxation could not be sustained’’;5 and there are at least good 


grounds for doubting that the majority at that date would have sustained 
a progressive tax on property or income. 

Two years later in Knowlton v. Moore*® the Court upheld the federal 
inheritance tax of 1898. The tax contained graduated rates based on the 
amount of the inheritance. Justice White for the majority gave elaborate 
consideration to the contention that the graduated rates, among other 
features, violated the uniformity clause. His discussion, however, was 
pointed towards establishing that the clause required only geographical 
uniformity. It had been further contended in the argument that the pro- 
gressive rates were ‘“‘so repugnant to fundamental principles of equality 
and justice, that the law should be held to be void, even although it trans- 
gressed no express limitation in the Constitution.’’’ Justice White dis- 
missed this point simply by saying it was disposed of in the Magoun case. 
He then went on to add the most explicit comment ever made by the Court 
about progression: 


The review which we have made exhibits the fact that taxes imposed with refer- 
ence to the ability of the person upon whom the burden is placed to bear the same 
have been levied from the foundation of the government. So, also, some authoritative 
thinkers, and a number of economic writers, contend that a progressive tax is more 
just and equal than a proportional one. In the absence of constitutional limitation, the 
question whether it is or is not is legislative and not judicial. The grave consequences 
which it is asserted must arise in the future if the right to levy a progressive tax be 
recognized involves in its ultimate aspect the mere assertion that free and representa- 
tive government is a failure, and that the grossest abuses of power are foreshadowed 
unless the courts usurp a purely legislative function. If a case should ever arise, 
where an arbitrary and confiscatory exaction is imposed bearing the guise of a pro- 
gressive or any other form of tax, it will be time enough to consider whether the judicial 
power can afford a remedy by applying inherent and fundamental principles for the 
protection of the individual, even though there be no express authority in the Consti- 
tution to do so. That the law which we have construed affords no ground for the con- 
tention that the tax imposed is arbitrary and confiscatory, is obvious.” 


It might be noted that Justice Brewer again dissented, remaining firm in 
his conviction that any progression was unconstitutional. 

Even after the Knowlton case it was quite possible to argue that the 
question of the constitutionality of a progressive tax on income as con- 
trasted to progressive death taxes had not been foreclosed. Nothing about 
progression had been decided in the Pollock case; the Magoun case turned 
on the complete discretion of a state to impose conditions on inheritance; 


4s Tbid., at 302. 27 Ibid., at 109. 
96 178 U.S. 41 (1900). 48 Thid., at 109-110. 
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and the Knowlion case, while containing general language that the issue of 
progression is a matter of economic controversy properly within the area 
of legislative discretion, primarily decided that progression did not violate 
the uniformity clause. And although the Court in the Knowlton case ap- 
peared to regard all other questions about the general equity of progres- 
sion as having been disposed of by the Magoun case, there was in fact no 
discussion of such questions in the Magoun case. 

With this background it is understandable that when the Court for the 

first time was confronted with progression in the form of an income tax 
with explicitly graduated rates, at. least some of the bar thought that the 
question would compel extended discussion by the Court.’® The issue was 
elaborately argued in 1915 in Brushaber v. Union Pacific,*° dealing with the 
1913 income tax, the first income tax enacted under the Sixteenth Amend- 
ment. But in his opinion Chief Justice White, speaking for a unanimous 
court, disposed of the question in a summary fashion. As in the Knowlton 
case it is apparent from the opinion that any argument about the constitu- 
tionality of progression was greatly handicapped because of the absence of 
a specific constitutional provision on which to bottom a broad challenge 
to its lack of equality. In the Brushaber case the Court first noted that 
the due process clause of the Fifth Amendment is not a limitation on the 
taxing power. But it then went on to observe: 
It is true that it is elaborately insisted that although there be no express constitutional 
provision prohibiting it, the progressive feature of the tax causes it to transcend the 
conception of all taxation and to be a mere arbitrary abuse of power which must be 
treated as wanting in due process. ... And over and above all this the contention 
but disregards the further fact that its absolute want of foundation in reason was 
plainly pointed out in Knowlton v. Moore, supra, and the right to urge it was necessarily 
foreclosed by the ruling in that case made. In this situation it is of course superfluous 
to say that arguments as to the expediency of levying such taxes or of the economic 
* mistake or wrong involved in their imposition are beyond judicial cognizance.* 

In the thirty-five years since the Brushaber case the issue of the consti- 
tutionality of progression has never been adverted to by the Court. There 
can be no doubt that progression today is immune from constitutional at- 
tack. It remains true however that the total wisdom the Court has 

** Thus a notewriter in 1912 concluded that the death transfer tax cases were not con- 
clusive in favor of the constitutionality of progression in an income tax. Progressive Income 


Taxes, 12 Col. L. Rev. 443 (1912). See also Hackett, The Constitutionality of the Graduated 
Income Tax Law, 25 Yale L.J. 427 (1916). 


3 240 U.S. 1 (1916). 


3 Tbid., at 25. The opinion in the case is obviously colored by the Court’s irritation with 
what it explicitly regarded as the many hypercritical contentions of taxpayers’ counsel. Possi- 
bly the arguments as to progression would have fared better if they had been relied on alone. 
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offered on the merits of progression comes to the following: the one line 
observation of Justice McKenna in the Magoun case that (at least as to 
legacies) benefits increase to a greater degree than the rates; and the state- 
ments by Chief Justice White in the Knowlton and Brushaber cases that 
the issue is a matter of controversy in economics. 

In retrospect the striking thing is not the result the Court reached, for 
the result seems clearly sound on constitutional grounds even when tested 
against current notions of substantive due process. Rather it is that the 
merits of progression as a principle were really never discussed by the 
Court. 

4. 

The discussion of constitutional law has to some extent anticipated 
consideration of the political history of progression. Some further brief 
observations about that history are in order. 

If one not informed about the history were simply to speculate as to 
what it had been, he would likely make the following conjectures: First, 
that as far as the taxation of income is concerned, the more controversial 
issue would have been the principle of progression and not the use of in- 
come as a tax base; second, that, unless the idea of progression had vir- 
tually always been a part of political thinking, it would be possible to 
locate and identify when and how it became widely accepted; third, that 
the political developments in England and the United States with respect 
to progression would have considerable influence on each other. While the 
definitive political history of progression has not as yet been written, the 
available information appears to indicate that none of these conjectures is 
well founded. 

In both the United States and England progression was always in the 
shadow of the controversy of the income tax itself, and that controversy 
was bitter.* In the United States there was a brief experiment with an 
explicitly graduated tax on income during the Civil War.*? The tax was 
generally regarded as an emergency war measure, and at the end of 
the war the graduated rates were repealed although the income tax itself 
remained in force until 1872. While after the war there was some separate 

» The history is dealt with at length in Seligman, The Income Tax (2d ed., 1921); Ratner, 
American Taxation (1942). It is useful to note that the chief objections to adopting income as a 
base for measuring tax were that: (1) it would increase the possibility of fraud; (2) it would 
entail an undue invasion of the citizen’s financial privacy; (3) it would be administratively 
cumbersome and costly; and (4) it would be unfair unless a differentiation in rates were made 
between income from different sources. 


33 Under the 1865 Act these rates reached 5 per cent on income in excess of $600 up to 
$5,000 and 10 percent on the excess over $5,000. The Confederacy enacted considerably steep- 
er rates, the highest bracket being at 25 percent. 
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debate over progression, it is clear that it was subordinate to the central 
controversy over a tax on income. The next development was the 1894 
Act, discussed in connection with the Pollock cases. It is worth noting that 
while that act restored a tax on income, explicit graduation was not again 
adopted and that there was progression only as a consequence of the 
$4,000 exemption. Nor do the debates indicate that there was any strong 
movement to introduce graduated rates into this tax. This sequence is 
further evidence that the Civil War experiment with graduation did not 
mean that the principle had won widespread public acceptance. The 
next great controversy was over the adoption of the Sixteenth Amend- 
ment itself and so was concerned chiefly with the propriety of income as a 
tax base. Again there was some subsidiary concern with progression and 
it was well recognized that it would be possible to have a graduated tax 
under the Amendment. But it was not until the first legislation under the 
Amendment, the Act of 1913, upheld in the Brushaber case, that the 
United States was committed to explicit graduation in taxing income. 
From 1913 to the present the progressive feature has been retained. What- 
ever the reasons, it seems that between 1894 and 1913 the deadline for 
sharp political debate over the progression principle had somehow passed. 

The English development is strikingly parallel. An income tax was first 
introduced at the close of the eighteenth century as a temporary ex- 
pedient to finance the war against Napoleon. The tax did not adopt ex- 
plicit graduation of rates. While it did graduate exemptions according to 
the income of the taxpayer, it is quite clear that no one regarded this as 
other than a minor adjustment of the exemptions and not as an accept- 
ance of the principle of progression.** This tax survived until 1816 and was 
constantly under fire. Once again the attack was almost wholly on the 
merits of income as a base. An income tax was not revived until 1842 and 
again it was understood to be a temporary tax. The debate over con- 
tinuing it went on for a quarter of a century, being finally put to rest in 
1874 with the defeat of Gladstone. During this period the adjustment for 
exemptions varied considerably in form and exact scope, but no one re- 
garded them as a commitment to progression, and no government in 
office had favored progression.** By 1894 there had been a change. The 
Chancellor of the Exchequer then declared himself in favor of explicit 

34 Thus Pitt, who had introduced graduated abatements, was a staunch opponent of any fur- 
ther differentiation or graduation of rates. ‘‘It would be a presumptuous attempt to derange the 
order of society, which would terminate in producing confusion, havock, and destruction, and 


with a derangement of property, terminate in the overthrow of civilized life.” 3 Speeches of 
the Rt. Hon. William Pitt in the House of Commons 14-15 (1808). 


35 ‘‘And, as is well known, the Income Tax was not charged on incomes of £150 per annum 
and less, whilst an abatement was allowed in respect of those above that sum but under 
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graduation but hesitated to recommend it for the income tax because of 
administrative difficulties.» For the next fifteen years the debate was pri- 
marily over the practical difficulties and there was growing acceptance of 
the principle on its merits.37 When by 1909 the Lloyd George budget pro- 
vided for graduated rates, it was once again apparent that the deadline for 
serious debate on the issue, this time in England, had passed. Since 1909 
the principle has been retained in all subsequent income tax legislation. 

Taxation seems to have been a rather provincial matter with each 
country working out its own system.** The instances of progression prior 
to the eighteenth century seem to have been too isolated and sporadic to 
have had influence on the English; and the French Revolution had only 
a deterrent effect on the proposing of progressive taxes, and even that 


£400. But it cannot be said that these exceptions to the general rule were introduced from a 
deep-seated conviction of the justice or expediency of graduation; and it is probable that the 
authors of some of them would have expressly repudiated the principle, and have contended— 
if, indeed, they did not actually do so—that such principle was not involved in the schemes 
proposed. They were regarded rather as abnormal, if desirable, variations in the existing 
régime, than as introducing a different régime; and, although they formed quasi precedents 
and have helped to pave the way from the old order to the new, they aroused no great en- 
thusiasm.” Godard, Graduated Taxation, 5 Econ. Rev. 39 (1895). 


36 Seligman quotes the following from the budget speech ot Sir William Vernon Harcourt 
of April 16, 1894: “‘. . . in principle there is nothing to be said against such a system [of gradu 
ated rates]; indeed, there is every argument in its favor. The difficulties which lie in its way are 
of an administrative and practical nature, which as yet I have not been able to find means to 
overcome.” Seligman, The Income Tax 181 (2d ed., 1921). 


37 The Report from the Select Committee on Income Tax (1906) deals with the various 
administrative problems and concludes that further progression is ‘‘practicable” either through 
an extension of abatements or through the introduction of a super-tax on income above a 
certain amount. What troubled the Committee most about extending abatements was that the 
“total amount which was collected in excess of what was ultimately retained became so large 
as to cause serious inconvenience to trade and commerce and to individual taxpayers.” The 
aspect of the super-tax which troubled the Committee most was whether the tax would work 
if based only on a personal declaration of income by the taxpayer. The English had used 
withholding at the source virtually since the beginning of their income tax, and the reluctance 
to compromise with the mechanism of collection at the source was a major obstacle to adoption 
of graduated rates. When the super-tax was finally adopted there was a compromise: col- 
lection at the source was retained for the basic tax but not extended to the super-tax. The 
present American system essentially makes the same compromise. 

There had been at least mild concern with whether the taxpaying public could understand 
any formula by which graduated rates were set. This objection was cured by the use of the 
bracket system, and it amused Edgeworth, who observed: ‘‘Cannot the general public read 
the dial of a town clock without going behind to inspect the works?” II Edgeworth, Papers 
Relating to Political Economy 263 (1925). Two articles of interest in this connection are 
Burns, A Graduated Income Tax, 146 Westminster Rev. 555 (1896); Steggall, Note on 
Graduation of Income Tax, 25 Econ. J. 136 (1915). 


38 The history of progressive taxation is not confined to England and the United States. 
There are numerous instances going back at least to classical Greece; there is the radical experi- 
ment with progression during the French Revolution; there is the development of very elabo- 
rate schemes of progression on the Continent soon after the middle of the nineteenth century, 
particularly in some of the German states. 
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seems to have worn off quickly. When the United States adopted its Civil 
War act, it did not pattern it after the English model which had been 
available since 1842. Conversely, the English seemed to have paid little 
attention to this Civil War legislation. The 1894 experience in the United 
States likewise does not appear to have been affected much by the Eng- 
lish developments up to that date. And the Continental experience was 
not an important political precedent in either England or the United 
States. 

Progression has also had a considerable intellectual history and this will 
be examined in detail as part of the analysis of the principle on its merits. 
However, it is hard to trace a correlation between this intellectual devel- 
opment and the political history. It is a reasonably safe conjecture that 
the idea was not adopted at the popular level because it was widely 
thought that the intellectuals had perfected the case for it. During the 
last twenty years of the nineteenth century, which seems to be the decisive 
interval in public acceptance of the idea in England and the United 
States, the balance of theoretical discussion, insofar as it paid attention to 
the issue, was unfavorable to progression.*® Certainly the most rigorous 
analysis of progression came only after the idea had become a political 
reality. 

The reasons for this somewhat unexpected historical pattern are ob- 
scure. It may have been simply a consequence of the great widening of 
suffrage. It may have been a result of the increased concern with concen- 
tration of wealth, a concern confirmed by the passage of the Sherman Anti- 
trust Act in 1890. It may have been produced by Socialist thinking in 
England and the Populist movement in the United States. It may have 
been due to the adoption of graduated death taxes as part of the move to 
limit inheritance. But whatever the reasons it is clear that the political 
history affords little insight into the merits of the principle of progression. 


5- 

The affirmative case for progression has been rested on a variety of 
grounds. Before examining these it will be convenient to collect a group of 
considerations which can be offered as objections to progression regardless 
of the particular grounds urged in justification of it. These objections, 
while admittedly not conclusive in themselves, can be viewed as constitut- 
ing a loose kind of prima facie case against the principle. 

(a) The first such consideration is the price paid for progression in terms 


3° The lineup against progression prior to the turn of the century was impressive and in- 
cluded McCullough, J. S. Mill, Sidgwick, Bastable, Adams and Daniels. 
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of complicating the structure of the income tax, expanding the oppor- 
tunity for taxpayer ingenuity directed to lawfully avoiding taxes, creating 
very difficult questions of equity among taxpayers, and obscuring the im- 
plications of any given provision in the tax law. It is remarkable how 
much of the day to day work of the lawyer in the income tax field derives 
from the simple fact that the tax is progressive. Perhaps the majority of 
his problems are either caused or aggravated by that fact. It may be useful 
and refreshing to reflect on what the positive law of income taxation 
would be like if the tax were a proportionate one. Any exemption in such 
a tax would, as has been pointed out, produce some progression; but the 
effects on positive law of an exemption set by a minimum subsistence 
standard would not be significant for present purposes and therefore can 
be ignored. 

Under a flat tax no dollar tax difference turns on whether a certain in- 
come item or deduction item is properly to be charged to one person or to 
another. The advantage to taxpayers in splitting income among several 
taxable units in order to get it taxed in lower rate brackets is not present, 
since there is only one rate. The possibility of reducing taxes under pro- 
gression by doing this has been the motivating factor for a large amount of 
taxpayer conduct. There is a long roster of familiar income-splitting de- 
vices which owe their existence to progression: the short term trust, the 
family partnership, the gift of bond coupons and dividends on shares, the 
assignment of anticipated earnings, much of the community property 
agitation, and many other stratagems.*° It is thus progression which is the 
true father of such distinguished precedents in taxation as Lucas v. Earl," 
Corliss v. Bowers,” Burnet v. Wells,“ Poe v. Seaborn,** Helvering v. Clif- 
ford,“ Helvering v. Horst,“ and Comm’r v. Culbertson.” 

With a flat tax it is a matter of indifference what the taxable unit is. 
But under a progressive system this issue poses an almost insuperably dif- 
ficult problem of equity among taxpayers. The unit selected by the tax 

# Definitive discussions of the family income splitting problem can be found in Surrey, 
Assignments of Income and Related Devices: Choice of the Taxable Person, 33 Col. L. Rev. 
791 (1933); Miller, Gifts of Income and of Property: What the Horst Case Decides, 5 Tax L. 
Rev. 1 (1949); Bruton, Family Partnerships and the Income Tax—The Culbertson Chapter, 98 
U. of Pa. L. Rev. 143 (1949); Alexandre, The Corporate Counterpart of the Family Partnership, 
2 Tax L. Rev. 493 (1947); Surrey, Federal Taxation of the Family—the Revenue Act of 


1948, 61 Harv. L. Rev. 1097 (1948); Treas. Dep’t Study, The Tax Treatment of Family 
Income (1947). 


#* 281 U.S. 111 (1930). 

# 281 U.S. 376 (1930). 4 309 U.S. 331 (1940). 
4 289 U.S. 670 (1933). #311 U.S. 112 (1940). 
“4 282 U.S. ror (1930). 47 337 U.S. 733 (1949). 
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system for comparing incomes will determine the size of income aggre- 
gates subject to tax, and the size of the income aggregates will determine 
the effective rates of tax. Different solutions to the unit problem will pro- 
duce marked differences in the allocation of the tax burden. Yet there seem 
to be no criteria for deciding whether the unit ought to be the individual, 
the marital community, the family, the household or some other combina- 
tion of persons. The controversy in the early forties over making it manda- 
tory for married couples to combine their incomes in a single return ;* the 
adoption in the late forties of an option for married couples to split their 
incomes evenly for tax purposes;*? and the recent enactment of a provision 
giving some of the benefits of such a split to an unmarried person who is 
the head of a household,® all reflect the difficulty of finding a satisfactory 
formula. 

Another cluster of issues considerably aggravated by progression con- 
cerns the proper timing of income and expense items. These issues can be 
characterized with approximate accuracy as those which an adequate sys- 
tem for the averaging of income would eliminate. Some of the factors that 
make timing significant taxwise are common to both proportion and pro- 
gression. Changes in the rate of tax, or changes in the substantive tax law, 
or changes in the status of the taxpayer, or the operation of a statute of 
limitations would all make timing of significance taxwise. But the impact 
of these factors is likely to be much more serious under progression ; and, 
these factors apart, progression always operates to make timing impor- 
tant. Under it income spread over several years results in a lesser aggre- 
gate amount of tax than the same amount of income bunched in one year. 
The splitting of income between different taxable years thus operates 
something like the splitting of income between different taxable persons. 
To an extent this accounts for the current popularity of discretionary fam- 
ily trusts and family corporations ;* it also accounts for the great attention 
which is paid to accounting rules in allocating income between time peri- 
ods.* And one of the few plausible arguments, if not the only one, for spe- 


* See H.R. Rep. No. 1040, 77th Cong. rst Sess. 10 et seq. (1941), accompanying the pro- 
posed Revenue Act of 1941. 


# Int. Rev. Code § 12(d), 26 U.S.C.A. § 12(d) (1948) added by the Revenue Act of 1948. 


s° Int. Rev. Code § 12(c), 26 U.S.C.A. § 12(c) (Supp., 1951), added by the Revenue Act of 
1951. 
st See Arnold, Taxation of Income of Estates and Trusts, 6 Federal Bar Ass’n Series on 


Practical Aspects of Federal Taxation (1946); Johnson, Taxing Dividends of Family Corpora- 
tions—A Dissent, 2 Tax L. Rev. 566 (1947). 


5 This was one of the points stressed by Simons. ‘‘{A]bsence of averaging rebates grossly 
overstrains the capacity of accounting (and of meticulous legalistic rules and fictions) for 
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cial treatment of capital gains stems from this characteristic of progres- 
sion. Because a capital gain may have been in the making for many years, 
it seems unfair to tax all of it as the income of a single year. 

This matter of the unit of time for tax purposes is like the problem of 
selecting the appropriate taxable unit, not only in strongly inviting tax- 
payer ingenuity but also in posing for the system new and serious ques- 
tions of equity among taxpayers. One approach, currently adopted, is to 
make special provision for the hardest cases. The result has been a series of 
particularized “‘averaging”’ devices such as the net operating loss carry 
back and carry forward,’* the spreading out of lump sum compensation,‘ 
the instalment sales method of reporting profit,* the last-in first-out in- 
ventory method,® and the carry over of capital losses.’’? Together these 
have enormously complicated the structure of the law. The other ap- 
proach is to introduce a general averaging scheme so as to spread out all 
income evenly for tax purposes over a period of years. Although several 
schemes have been worked out in detail, and in some jurisdictions have 
actually been tried, none has won widespread support in connection with 
the federal income tax.5* Each of the schemes necessarily involves techni- 
cal complexity and increases administrative problems. More important, 
each of them raises new questions of equity among taxpayers. It is not 
obvious, for example, whether it is fairer to average the income of a person 
over his entire life, including his pre-earning and his retirement years, or 


locating income precisely in time, i.e., for allocating income between short (annual) periods. 
All such allocations are inherently arbitrary or provisional. Because it makes them extremely 
important (definitive instead of provisional), current procedure under the law and Regulations 
is extremely faulty and weak.” Simons, Federal Tax Reform 49-50 (1950). 

See Introductory Note to c. 5, Surrey and Warren, Federal Income Taxation: Cases and 
Materials 287-92 (1950). 


53 Int. Rev. Code § 122, 26 U.S.C.A. § 122 (Supp., 1951). 
4 Int. Rev. Code § 107, 26 U.S.C.A. § 107 (Supp., 1951). 
$5 Int. Rev. Code § 44, 26 U.S.C.A. § 44 (Supp., 1951). 


56 “Tf Lifo is not the most complicated of averaging schemes, and the least effective, my 
judgment on tax issues (as many readers will perhaps readily agree) is worthless. Any crude 
scheme of averaging rebates, not to mention flexibility in inventory procedure, would enable us 
to get rid of an unlovely contribution of uninspired statistical empiricists to our tax edifice.” 
Simons, Federal Tax Reform 106 (1950). Cf. The Facts of Lifo, 44 Fortune 77 (Dec. 1951): 
“These bookkeeping policies have assumed such importance in relation to profits that what 
formerly was a bookkeeping matter is now a top-management problem.” 


57 Int. Rev. Code § 117(e), 26 U.S.C.A. § 117(e) (1945). 


5* See Blough, Averaging Income for Tax Purposes, 20 Accounting Rev. 85 (1945); Vickrey, 
Agenda for Progressive Taxation 164-95 (1947); Bravman, Equalization of Tax on All Indi- 
viduals with the Same Aggregate Income Over a Number of Years, 50 Col. L. Rev. 1 (1950); 
Simons, Federal Tax Reform 40-44 (1950). 
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whether it is fairer to divide his life into certain arbitrary time intervals 
for averaging purposes. 

Under a flat tax it is relatively easy to trace the immediate consequences 
on the distribution of the total tax burden of such things as credits based 
on a taxpayer’s status, deductions for particular expenditures, and exclu- 
sions of particular kinds of income from the tax base. The impact on the 
taxpayer does not depend on the total amount of his income. With gradu- 
ated rates the impact on any taxpayer depends in part on the rate bracket 
he is in. The exclusion of interest on state bonds furnishes a good ex- 
ample.** Under a flat tax this exclusion would serve only to permit the 
states to borrow at lower rates of interest than if the interest paid were 
taxable to the recipients. No purchasers of the bonds would benefit by the 
exclusion since, in a normal market, they would have to pay a premium 
equal to the value of the tax saved. The attractiveness of the bonds, rela- 
tive to other securities, would not vary with the income of the investors. 
With progression the situation is different. The exempt bonds are rela- 
tively more attractive to persons with larger incomes, subject to higher 
rates of tax, than to persons with smaller incomes simply because the dol- 
lar tax savings to the former is greater. A state cannot sell all of its exempt 
bonds to persons in the highest tax bracket; the overall quantity of ex- 
empt bonds outstanding is so large that a new issue can be marketed only 
by interesting persons in lower brackets. This means that the premium to 
acquire such bonds will just equal the value of the tax savings to the low- 
est bracket purchaser. From this fact follow two important consequences 
which differ from those under a flat tax. The subsidy to the states will be 
larger than under a comparable flat tax, since the premium which the 
bonds can command will be larger because the aggregate tax savings to 
purchasers will be larger. And the purchasers above the middle bracket 
will get a substantial tax saving which no one would advocate for its own 
sake. 

This instance has been examined in detail because it illustrates with 
special clarity how progression may complicate and obscure the operation 
of a seemingly simple provision. Progression tends to produce, as a by- 
product, consequences which probably are unintended and frequently are 
undesirable. Such obscurity is accentuated in a tax system which has been 
undergoing almost constant legislative change. 

The price the tax system pays for progression is thus high. It produces a 

5° See Simons, Personal Income Taxation c. VIII (1938); Statement of Randolph E. Paul, 


Special Tax Advisor to the Secretary of the Treasury, 2 Hearings before the House Ways and 
Means Committee on Revenue Revision of 1942, 77th Cong. 2d Sess. (1942). 
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tax law of almost impenetrable complexity. It invites a distorting atten- 
tion to the tax aspects of any economic transaction. It affords an excessive 
stimulus to tax avoidance with perhaps incalculable consequences for tax- 
payer morale and the general respect for law. 

(6) A second basic objection to a progressive tax on income is that it is 
a politically irresponsible formula. Under any progressive system today 
the higher surtax rates are almost certain to apply only to a minority of 
voters. This means that a majority are allowed to set the rates which fall 
exclusively on the minority. No majority, so the argument runs, can pass 
fairly or responsibly on an issue so infected with its own immediate self 
interest. A proportionate tax on income presents no comparable weakness 
since each voter in voting taxes for others to pay necessarily votes an 
equivalent rate for himself. 

In one form this objection, although forceful, simply restates the dif- 
ficulties of majority rule in general. It is the very nature of majority rule 
that the majority can vote distinctive burdens for the minority, and it is 
clearly impossible to disqualify all “interested” voters. If nothing more 
can be found in this point against progression, it admits of a short and suf- 
ficient answer. Majority rule with all its difficulties is superior to any other 
principle for resolving group decisions. Not to agree with this preference 
for majority rule is to reject democratic self-government.” 


$e ‘*Finally, a somewhat widespread objection to progressive taxation is contained in the 
argument which has been well put by Lecky (Democracy and Liberty, i, p. 287), when he tells 
us that highly graduated taxation realizes most completely the supreme danger of democracy, 
creating a state of things in which one class imposes on another burdens which it is not asked 
to share, and impels the state into vast schemes of extravagance under the belief that the 
whole cost will be thrown upon others. ‘The belief is no doubt very fallacious, but it is very 
natural, and it lends itself most easily to the claptrap of dishonest politicians. Such men will 
have no difficulty in drawing impressive contrasts between the luxury of the rich and the neces- 
sities of the poor, and in persuading ignorant men that there can be no harm in throwing great 
burdens of exceptional taxation on a few men, who will still remain immeasurably richer than 
themselves.’ ” 

“The same point has been urged by an American, Mr. W. D. Guthrie, in an argument 
opposing the constitutionality of the so-called ‘Dudley Bill’ passed by the Legislature of New 
York in 1897, providing for a progressive inheritance tax, and which was in consequence 
vetoed by Governor Black. (Argument of William D. Guthrie, submitted to the Hon. Frank 
S. Black, Governor of the State of New York, in opposition to the Dudley Bill, 1897, pp. 16, 
17). ‘The great danger of all democracies,’ says Mr. Guthrie, ‘is that one class votes the taxes 
for another class to pay. Heretofore, our bulwark has been that, as all taxes were equally and 
uniformly imposed, classes could not be discriminated against, and this protected all... . 
Introduce the policy of graduated taxes, establish the doctrine that they are permissible under 
our system, and the whole burden of taxation can be thrown on a few rich.’ To this argument, 
which is obviously political rather than economic in character, it may be replied that the fears 
here expressed have not been realized in practice, and that the reasoning, if carried to its 
logical conclusion, would result in a complete distrust of democratic government as such. 
There is no advantage in conjuring up fanciful dangers which have been disproved by ex- 
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But the objection may cut more deeply if it can be shown that the pos- 
sibility of majority exploitation of a minority is so great in allocating tax 
burdens as to require limiting the jurisdiction of the majority. It is an- 
other characteristic of democracy, coordinate in importance with majority 
rule, that there are some decisions which cannot be entrusted to any ma- 
jority.” In our society these have been given explicit constitutional status, 
as for example freedom of speech and religion. There is, as already noted, 
no explicit constitutional prohibition against progressive taxation, and 
there has been no tendency to develop one implicitly on broad constitu- 
tional grounds, such as due process. But the objection to unfettered ma- 
jority rule in taxation may be a way of saying that if there is not a consti- 
tutional limitation on the majority’s power, there ought to be one because 
of the special weakness of the minority’s position. It may be thought that 
tax legislation is class legislation in its most naked form. Unlike most in- 
stances of legislation by majority rule, it might appear here that there 
cannot be an element of bargaining or compromise; the majority may 
think it can lose nothing in lightening its own tax burden at the expense of 
the wealthier minority. Such legislation becomes tantamount, so the argu- 
ment goes, to a taking of property without compensation. 

To the objection thus elaborated there are several answers. Whatever 
the reasons, the history does not bear out the prediction of unbridled use 
of the majority’s power to tax. Furthermore, in a fluid society like ours 
membership in the majority and minority is not a permanent matter. 
Everyone hopes to get into the surtax brackets tomorrow and not a 
few succeed. In any event there seems to be widespread recognition of 
the fact that at some level highly progressive taxes will impair important 
economic incentives and thereby affect the whole community adversely. 

It is easy to overstate this political objection to progression. Essen- 


perience.” Seligman, Progressive Taxation in Theory and Practice 297-98 (2d ed., 1909). See 
also Bastable, Public Finance 306 (3d ed., 1922). 

Cf. the observation of Chief Justice White, previously quoted in the text, in section 3 supra, 
from Knowlton v. Moore. ‘“The grave consequences which it is asserted must arise in the 
future if the right to levy a progressive tax is recognized involves in its ultimate aspect the 
mere assertion that free and representative government is a failure. . . .” 178 U.S. 41, 109 
(1900). 


6: The ultimate statement of this point is Mill’s famous remark. ‘‘If all mankind minus one 
were of one opinion, and only one person were of the contrary opinion, mankind would be no 
more justified in silencing that one person, than he, if he had the power, would be justified 
in silencing mankind.” Mill, On Liberty 79 (Everyman ed., 1925). 


62 Tt is worth noting that there have been occasions on which rates have become less pro- 


gressive. This occurred during the Coolidge administration and again under the so-called 
Knutson tax reduction plan after World War II. 
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tially the point is that, just as progression poses difficult problems of 
equity among taxpayers which need not otherwise arise, so it places 
strains on the majority rule principle which perhaps need not otherwise 
arise. 

(c) A third line of objection to progression, and undoubtedly the one 
which has received the most attention, is that it lessens the economic pro- 
ductivity of the society. Virtually everyone who has advocated progres- 
sion in an income tax has recognized this as a counterbalancing considera- 
tion; in fact the most perceptive discussions of the point have been offered 
by persons who were friendly to progression.** The degree to which pro- 
gression tends to lower productivity is inherently difficult to gauge. For 
the most part it would appear to depend upon the effect which progression 
has on the motivations of men, and most of what can be said on either side 
is in the realm of conjecture in psychology and is likely to remain there.*4 

Unless the problem is carefully stated, it is easy to saddle the special 
case for progression with the undesirable economic consequences which flow 
from high taxes generally. It is worth a reminder that the disadvantages 
of progression, as well as its advantages, in this connection and in all others, 
are to be assessed only by contrasting a progressive system which raises 
a given amount of revenue to a proportionate one which raises an identical 
amount of revenue. The distinctive impact of progression on productivity, 
as distinguished from high taxes generally, lies in two factors. The first is 
that a minority of the population will be subjected to higher effective rates 
of tax than would otherwise obtain. This minority is likely to be of special 
importance economically. The second relates to the accelerating marginal 
rates under a tax with graduated rates. In dealing with economic motiva- 
tions one almost necessarily must be employing some sort of incremental 
analysis. The persons who are making the decisions are themselves likely 
to be thinking in terms of marginal units of reward and marginal units of 
effort. Graduated tax rates tend to result in a superimposition of increas- 
ing tax rates upon the natural curve of decreasing willingness to work 
more. 

Progression basically may impinge on the productivity of the society 
either by reducing the amount or quality of work put forth or by imped- 
ing the creation or maintenance of capital in the society. The analysis 

63 See particularly Carver, The Ethical Basis of Distribution and Its Application to Taxa- 
tion, 6 Annals 95 et seq. (July 1895); III Edgeworth, Papers Relating to Political Economy, 
104 et seq. (1925); Pigou, A Study in Public Finance, c. V-VI (3d ed., 1951); Simons, Personal 
Income Taxation 19 et seq. (1938). 


6s There have, however, been some significant empirical studies; see Kimmel, Taxes and 
Economic Incentives, c. 4 (1950). 
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therefore must be concerned with motivations to work and with the 
various motivations responsible for the creation and preservation of capi- 
tal. 

Perhaps the most conspicuous group whose efforts are likely to be af- 
fected by high marginal tax rates are the possessors of talents which are 
highly rewarded by the market. It is not difficult to concede that money is 
the dominant stimulus to work in our society. The desire for money, how- 
ever, obviously competes with other factors such as the preference for 
leisure, the nonmonetary attractiveness and unattractiveness of particular 
kinds of work to a given individual, and the personal “costs” of working, 
including fatigue and anxiety. It follows that when the monetary reyard 
is reduced by taxation the other factors necessarily carry relatively greater 
weight in determining a person’s actions. In the aggregate the tendency of 
progression is to cause talented persons to prefer leisure more and to shift 
to work which in its nonmonetary aspects they regard as more attractive 
but which society, as measured by its monetary rewards, has regarded as 
less important. 

The difficulty, however, is that there is no way of measuring how strong 
this tendency is, and in any event there are some minimizing considera- 
tions. By and large the most attractive jobs are also the best paid. It is 
surely true that “what competing firms must pay to get experts away 


from one another is vastly different from what society would be obliged to 
pay in order to keep the experts from being ditch diggers.’ Moreover, at 
some point it is doubtful if the attractiveness of additional income con- 
tinues to be primarily a matter of having money. Rather money seems to 
become important as a symbol of prestige or success. Progression does not 
impair this incentive since the highest income is still the highest income 
both before and after taxes however high the marginal rate of tax.% And 


6s Simons, Personal Income Taxation 20 (1938). 

66 ‘Our captains of industry (enterprisers) are mainly engaged not in making a living but in 
playing a great game; and it need make little difference whether the evidence of having played 
well be diamonds and sables on one’s wife or a prominent place in the list of contributors under 
the income tax. Besides—and this may be aa eae mere privilege of exercising power 
is no mean prize for the successful enterpriser.” 

John Dewey has made the point with equal or ‘albeit for a somewhat different purpose. 
‘Industrial leaders combine interest in making far-reaching plans, large syntheses of condi- 
tions based upon study, mastery of refined and complex technical skill, control over natural 
forces and events, with love of adventure, excitement and mastery of fellow-men.” Dewey, 
Human Nature and Conduct 146 (Modern Library ed., 1930). 

Observations such as these perhaps raise the larger issue of whether nonmonetary rewards 
might be substituted in whole or part for the present system. This matter has of course long 
been part of the debate over socialism. It would at least seem likely that the chances of estab- 
lishing social esteem and prestige as the primary stimuli to work would be different under a 
regime that had abolished private property and enterprise. 
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there is some plausibility to the notion that being subject.to higher tax 
rates may even be an inducement to persons to work harder in order to 
maintain their net position after taxes. 

The largest part of the working force does not require consideration here 
since they are not likely to be subject to substantial graduation.*” How- 
ever, there may well be a group of the more skilled workers who would be 
in such surtax brackets, as appears to be the case at the present time. It is 
this group which would probably be most vulnerable to the deterrent ef- 
fects of progression inasmuch as their nonmonetary rewards are not likely 
to be as great as those going to the more handsomely rewarded talents. 
But this group will be at the bottom of the graduated scale where the pro- 
gression is least severe. 

The impact of progression on the creation of capital is more complex. 
For present purposes the process of forming real capital in our society can 
be divided analytically into two distinct decisions upon which progression 
might have somewhat different bearing. The first is the decision to in- 
vest in new or expanding enterprises to enable them to purchase capital 
goods, such as plants or machinery or inventory. The second is the deci- 
sion to save rather than to consume, that is, to spend less than the total 
amount of one’s income. 

What is special about the decision to invest is that it is a decision to 
take risks. A major aspect of the impact of progression on produc- 
tivity is to be found in its effects on risk taking. Progression changes the 
odds on the risk involved in all investments, and the change is always in 
the direction of making them less attractive. While the limitations which 
our present income tax system has imposed on the deduction of losses ag- 


67 The following observations of Pigou are of interest here: 

“‘With the great majority of people, once their occupation is decided upon, the quantity of 
work which they do is only to a very limited extent within their own control. Their hours are 
fixed by rule; the intensity of their efforts in many cases by custom and tradition; their age of 
retirement by pension arrangements. It is only a comparatively small number of persons for 
whom the question often arises: ‘Is it worth my while to do this extra piece of work, in view 
of the fact that, if I do, a part of the proceeds will be taken away in taxation?’ The Minority 
of the Committee on National Debt and Taxation write: ‘In the large and growing field of 
salaried enterprise (as contrasted with the medical, legal and such other professions as are 
usually remunerated by fees) both work and remuneration (and frequently also the age of re- 
tirement) are fixed, and the taxpayer cannot earn more by working harder or longer to com- 
pensate for his increased taxation; nor can he reduce his liability to pay taxes by diminishing 
his output of work, unless he gives up his employment altogether. With the growth of joint- 
stock enterprise it appears to us that the case of the taxpayer who can and does adjust his 
output of work in accordance with his liability for taxation is so exceptional that it cannot 
now have any serious effect upon the total national output of productive work!” Pigou, A 
Study in Public Finance 69-70 (3d rev. ed., 1951). 


6§ Kimmel, Taxes and Economic Incentives 72-73 (1950). 
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gravates the bias against risk taking,®® a simple illustration will demon- 
strate that the bias is inherent in the progression itself. Assume that a 
potential investor at present in the 40% tax bracket on the basis of his 
existing income foresees the opportunity of making $100,000 before taxes 
by investing $100,000 and calculates that the chances of success are even. 
Assume further that if the venture is successful the $100,000 profit would 
be taxed at an average rate of 70%; and that if the $100,000 invested in 
the venture were lost the loss could be deducted against the investor’s 
other income which is being taxed at rates of 40% and lower. After taxes 
the investor stands to gain only $30,000 and to lose a net of over $60,000. 
Manifestly the odds on the investment have radically deteriorated after 
taxes.”° 

The extent to which this deterioration is due to the action of the pro- 
gressive feature can be seen by considering a parallel case under a flat tax 
of 50% which will, it is assumed, raise the same amount of revenue in the 
aggregate. Under such a tax the calculus after taxes is a $50,000 gain 
against a $50,000 loss. The ratio of estimated gain to estimated loss is 
thus not affected by the tax. To be sure, the high rate of tax itself might 
well discourage the making of the investment. But the impact of this fac- 
tor, too, is magnified under a progressive system. It is the relatively 
wealthy who are an important source of investment funds in our society, 
and under progression they are taxed at rates higher than the single rate 
which would prevail under a comparable proportionate tax. 

All investment entails some element of risk and therefore progression 
tends to hold down the magnitude of investment in the society. But the 
degree of risk attached to investments varies widely. Insofar as progres- 
sion changes the odds against winning, the force of its tendency to dis- 
courage investment varies directly with the riskiness of the investment. 
By the same token it tends to create a preference for investing funds in 

6° There are three principal ways in which the present system discriminates against losses: 
capital losses cannot be deducted in full, a limitation which is particularly important for in- 
vestments in unsuccessful corporate enterprises; operating losses can be carried backward 
and forward for only a limited number of years; there is no general averaging scheme and 


therefore the losses may come in the ‘‘wrong” year. See Simons, Federal Tax Reform 16-28 
(1950). 


7 This is not to overlook the fact that under the current high rates of progression many ex- 
penditures are made in business which would not otherwise be made. Such expenditures may 
be instances of quasi-personal consumption by the businessman which are channelled through 
the business so as to be paid for with ‘‘cheap tax dollars.” Or they may be instances of ex- 
penditures for good will or long range research which are made now in the expectation that 
the profits will be realized at a time when tax rates are lower or in the expectation that the 
profits will escape full taxation via the capital gains route. The first of these factors would 
appear also to operate under a proportionate tax, however. 
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debt securities rather than in equities. Progression thus tends to make it 
more difficult to obtain venture capital funds” and therefore to accentuate 
economic instability insofar as debt obligations are rigid and do not re- 
spond readily to general economic adjustments.” 

It is one thing to trace out the repressive implications of progression on 
investment. It is quite another to assess their force because unquestion- 
ably there are many other influences at work in shaping the decisions of 
potential investors. Concern with inflation and deflation, the interna- 
tional situation, domestic political issues, changing patterns in institu- 
tional investing, and finally sheer habit all play a part.”? And it may well 
be that a sufficient group in the society will be disposed to gamble what- 
ever the odds. In any event it cannot be taken for granted that the dis- 
couragement of the most risky enterprises is, at our’ present level of tech- 
nological development, an unqualified evil. 

Ultimately the creation of capital is dependent on the willingness of 
people to save rather than consume. Progression may have an effect upon 
the decision to save in that it progressively lowers the effective rate of re- 
turn on savings, that is, the rate after taxes. The impact of progression 
here is obviously analogous to the impact of progression on the incentive 
to work. There is a difference, however. In the case of the incentive to 
work the decreasing monetary rewards for working compete with non- 
monetary factors such as leisure, the personal “‘cost”’ of work, and so forth. 
In the case of the incentive to save, the monetary reward for saving and 
thereby having money in the future competes with enjoying the use of the 
money now. However uncertain is our knowledge about the effects of pro- 
gression on the incentive to work, it is even less certain as to the incentive 
to save. By reducing the effective rate of return on savings, progression 
might cause individuals to prefer to consume now. On the other hand it 


™ It has been suggested that it might be possible to retain progressive rates in general 
but tailor the tax structure so as to deliberately discriminate in favor of venture capital. 
Musgrave, Federal Tax Reform in Public Finance and Full Employment, Federal Reserve 
System, Postwar Economic Studies No. 3, 29-30 (1945). Even if one could be sure that the 
subsidy would go to the right places, such proposals raise serious problems of fairness among 
taxpayers. 


™ See for example Jones, Investment Prospects, 2 J. of Finance 15 (1947); Fisher, Booms 
and Depressions (1932). 


13 Today a substantial part of investment is financed out of retained corporate earnings. 
It is true that under the present tax structure such earnings are not subject to the progressive 
rates of the personal income tax, and this in part accounts for the magnitude of undistributed 
corporate profits. But such immunization is not an inherent feature of an income tax in 
a society with corporations. 

The increasing importance of insurance companies as investors and of the investment trust 
may well lead to changing investment habits. 
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seems equally plausible that the lower effective rates will induce some per- 
sons to consume less now and to save and invest more in order to maintain 
their incomes after taxes at desired levels in the future. 

The effects of progression on the incentive to work, on the incentive to 
take risks and on the incentive not to consume thus all appear to be highly 
indeterminate. In each case progression probably tends to reduce the in- 
centive somewhat, but in each case the complexity of total motivation is 
such that substantial offsetting influences are present. There is, however, 
one final consequence of progression bearing on the formation of capital 
which is incontrovertible and substantial. It turns on the inescapable fact 
that the larger the income people have the more likely it is that they will 
save some part of it.” The steeper the progression the more probable it is 
that the tax money will come out of what would have been saved rather 
than out of what would have been consumed. This again is ultimately a 
matter of motivation, and to some extent the rich reduce their consump- 
tion rather than their savings under the pressure of higher taxes; but there 
can be no doubt that the net effect of a progressive tax as contrasted to a 
comparable proportionate tax is to reduce the total of savings. The pro- 
gressive tax relieves the less wealthy of a certain amount of tax and trans- 
fers the burden of that amount to the more wealthy. The only relevant 
comparison for present purposes is the degree to which each of the two 
groups would spend or save out of that amount. It cannot be denied that a 
shift of the tax burden to the wealthy does result in a significant diminu- 
tion of savings, and therefore the potential for capital creation, in the 
society as a whole.’ 

74 *‘Nevertheless, it is hardly questionable that increasing progression is inimical to saving 
and accumulation. Under an individualistic system, great inequality is necessary to rapidly 
increasing indirectness in the productive process—necessary to the increasing use of resources 
in the production of more (and different) resources. The cost of our present stock of productive 
instruments was, in a significant sense, decades and centuries of terrible poverty for the masses. 
Conversely, the cost of justice will be a slowing-up in our material advance (though this effect 
may be modified if and as governments assume the role of savers). 

“Increasing progression means augmenting incomes where saving is impossible and dimin- 
ishing incomes too large to be used entirely for consumption. Thus, it means diversion of re- 
sources from capital-creation to consumption uses. The classes subject to the highest rates 
will not greatly curtail consumption; and persons at the bottom of the income scale, paying 
smaller taxes, will use their additional income largely to improve their standard of life. Some 
curtailment of consumption at the upper end of the scale may be expected, as may some in- 


crease of saving at the lower end. That the net effect will be increased consumption, however, 
hardly admits of doubt.” Simons, Personal Income Taxation 22-23 (1938). 


75 Under a socialist regime this point has less force since the government can make direct 
provision for the accumulation of capital. It has also been suggested that such capital creation 
by government is not incompatible with a private enterprise economy. See Simons, Personal 
Income Taxation 26-30 (1938). The difficulty however is that it automatically and perma- 
nently enlarges the role of government. 
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As good as this point is, it frequently has been overstated as an objec- 
tion to progression. There is sometimes a failure to note whether the con- 
cern is over preserving our existing accumulation of capital or maintaining 
or accelerating the rate at which capital has been formed in the past.” 
Everything indicates that it would take an extremely drastic rate of pro- 
gression and very high taxes to endanger the existing accumulation of 
capital. If the concern is with the rate of growth of capital in the fu- 
ture the issue looks different: at some point it is reasonable to question 


the wisdom of society in always continuing to postpone present consump- 
tion for the sake of greater consumption tomorrow. 

Furthermore, although greater productivity is undoubtedly a good and 
therefore greater savings is a good, it by no means follows that capital 
accumulation is always the overriding consideration.”’ A regressive tax 
system would be even more efficacious in promoting savings, but surely 
in our society the proposal to have such a system would give way before 
considerations of justice among taxpayers.” This is sufficient evidence 


76**Since the revenues collected through progressive taxation are not applied to capital 
creation, but are spent for current operations or for non-reproductive durable goods, the effect 
is, inevitably, a depletion of the nation’s capital fund. It would be in some degree justifiable to 
eat our seedcorn of capital if we were in such desperate straits that survival depended on this 
course. We are not in this plight. We are strong and wealthy. To eat the seedcorn under the 
illusion that we are thereby permanently bettering the condition of the people is a ghastly 
fiscal tragedy.’’ Lutz, Some Errors and Fallacies of Taxation as Exemplified by the Federal 
Income Tax, National Tax Association, Proceedings of the 34th Annual Conference 371-73 
(1941). 

Lutz has suggested that progression would have prevented or retarded the mass production 
of Ford automobiles. ‘“The American people face a serious choice here. . . . Concretely and in 
terms of an historical parallel, it is the choice between the Ford fortune and the Ford auto- 
mobile. If they should decide that there shall be no more fortunes, they will also thereby decide 
that there shall be no more commodities of mass comfort and enjoyment other than those 
now known.”’ Lutz, Guideposts to a Free Economy 82 (1945). This insight about Fords also 
came to Lord Hundson. See Hundson, Graduated Taxation and Industry, 39 The English 
Rev. 504, 507 (1924). 


77 It has not infrequently been argued that progression has some tendencies to increase 
productivity which will offset to some degree its negative impact on productivity. All of these 
plus factors flow from the greater equality of distribution under progression and might be 
treated as further arguments for equality on welfare grounds. See text, section 16 infra. Thus 
it is urged that there would be a tendency toward increased productivity: (1) because of the 
greater efficiency of the less wealthy resulting from an increase in their expenditures on health 
and education; (2) because of the improved morale resulting from the distribution and from its 
impact on industrial democracy; (3) because of the increased mobility of labor which may 
result from better education; (4) because of an increase in the savings of the less wealthy. It is 
probable that the first three of these consequences require, in addition to progression on the 
tax side, welfare expenditures for health and education. II Edgeworth, Papers Relating to 
Political Economy ros (1925); Pigou, Economics of Welfare, Part V, c. 7, 9 (1920); Wedg- 
wood, The Economics of Inheritance 25-34 (1929). 

78 A progressive spendings tax has been suggested as a way of retaining progression without 
impairing the incentive to save. Beale, The Measure of Income for Taxation, 19 J. of Pol. 
Econ. 655 (1911). Such a tax would inevitably be somewhat regressive at the higher levels 
of the income scale. 
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that the drawbacks of progression in terms of productivity must be 
weighed against its possible merits in allocating the tax burden fairly. 
It is not an adequate answer that those whose tax burden is greater under 
proportion than under progression will eventually benefit from the in- 
creased productivity of the society. The question remains, will they benefit 
enough?’® 


6. 


The objections to progression on the grounds that it greatly complicates 
the positive law of taxation, that it is conducive to political irresponsibil- 
ity, and that it dampens incentives, while not without force, are far from 
conclusive.** If a strong case for progression can be made out affirmatively, 
these objections would not stand in the way. But if the doubts about the 
affirmative case for progression increase, these objections would take on 
greater weight. 


The affirmative case has been rested on a variety of grounds, not all of 
which are compatible. Students who have reached a conviction in favor of 
progression have invariably done so on the basis of one analysis or another 
and not because of the cumulative impact of the various lines. *’ Most of 
the arguments for progressive taxation of income have been in terms of the 


79 “Tt is important to recognize that each generation inherits a system of property rights, as 
well as a stock of means of production—that it receives its resources with mortgages attached. 
If we deliberately limit the degree of progression, out of regard for effects on accumulation, we 
are in effect removing taxes from those who consume too much and transferring them to 
classes which admittedly consume too little; and against the additional capital resources thus 
painfully acquired are mortgages, property rights, in the hands of those freed from tax. While 
the saving will really have been done by those at the bottom of the income scale, those free 
from tax and their assigns will enjoy the reward. This method of fostering increase in pro- 
ductive capacity thus increases the concentration of property and aggravates inequality. 

“If the productivity of capital were highly elastic—if the long-period demand for invest- 
ment funds were not extremely elastic—the phenomenon of diminishing returns might be 
relied upon to mitigate the distributional effects. The masses would surely participate to some 
extent in the blessings of greater productive capacity. In fact, however, the scheme looks a bit 
like taxing small incomes to reduce consumption in the hope that those relieved of tax will 
save more after consuming all they can, and then allowing 1 per cent to those who have really 
done the saving and 4 per cent to those who have served merely by paying smaller taxes.” 
Simons, Personal Income Taxation 25-26 (1938). 


Se At one time a fourth standard objection to progression was that it would be difficult to 
administer, especially in view of the added stimulus to tax evasion. See for example Bastable, 
Public Finance 310 (3d ed., 1922). No doubt high surtax rates are a stimulus to evasion, a point 
re-enforced perhaps by recent disclosures about the Bureau of Internal Revenue. But under 
modern administrative techniques this is not a problem of serious magnitude. And it is a some- 
what embarrassing objection for those who beaz the heaviest burden of the surtax to advance. 
It is true however, as noted in the prior section of the text, that progression has contributed 
mightily to the proliferation of tax avoidance schemes, with the consequence of greatly com- 
plicating the tax law. 


** An exception perhaps is Sir Josiah Stamp in his Fundamental Principles of Taxation 
(1921). 
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justice with which it distributes the total tax burden. Such justifications 
in terms of distributional effects, although widely varying in theory, have 
one thing in common. They assume that by and large a tax on income is a 
burden on the taxpayers who are charged with the income and that it is 
not shifted by them to others. In other words it is assumed that the real 
incidence of the income tax is essentially the same as the burdens pre- 
scribed by the tax law. Analysis of the incidence of taxes has proved a 
very formidable problem as to which there has been a wide difference of 
expert opinion. In the main however it has been agreed that personal in- 
come taxes are probably not shifted to any substantial degree, at least not 
to a degree sufficient to disturb the positive arguments for progression.™ 
Accordingly in this essay it is assumed that the burden of a tax on the 
incomes of persons is not shifted. And in any case, whether or not the 
shifting of the real burden of the tax is significant, the question of principle 
as to how the real burden should be allocated remains. 


9. 

It may be appropriate to ignore the historical sequence in which ideas 
about progression were developed and to look first to the latest theories 
which, although they came too late to influence the initial acceptance of 
progression, probably have attracted the greatest amount of interest in 
more recent years.*? It was not until the depression of the thirties that 
these theories were fully elaborated. The theories in brief seek to support 
a progressive tax on income in terms of the contribution such a tax can 
make to maintaining a high and stable level of economic activity.** 

One approach*s has proceeded by making a virtue out of what at one 
time was widely regarded as a principal weakness of any income tax, 
namely that it is likely to result in wide fluctuations of annual revenues. 

See the summary by Gillim of conflicting views regarding the incidence of a general 


income tax in The Incidence of Excess Profits Taxation 11-34 (1945), reprinted in Groves, 
Viewpoints on Public Finance 115-29 (1947). 

To the extent that one accepts the negative impact of progression on economic incentives, 
outlined in section 5 of the text, one recognizes indeterminate secondary consequences of the 
tax which may affect the real burden of the tax. 


8s Adams, writing in 1898, in his discussion of progression refers to the impact of progression 
on purchasing power as a possible defense for progression. Adams, The Science of Finance 
350-51 (1898). 


‘4A brief survey of the various theories is contained in Blum, Tax Policy in a Demo- 
cratic Society, 2 Nat’l Tax J. 97 (1949). 

‘s This approach has been developed in the following literature: Mints, Monetary Policy, 
in Symposium on Fiscal and Monetary Policy, 28 Rev. of Econ. Statistics 60 (1946); Fried- 
man, A Monetary and Fiscal Framework for Economic Stability, 38 Amer. Econ. Rev. 245 
(1938); Simons, Rules versus Authorities in Monetary Policy, in Economic Policy for a Free 
Society 160 (1948); Mints, Monetary Policy for a Competitive Society (1950). 
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Collections under an income tax obviously will closely vary with changes 
in the level of economic activity. It is easy to show that the fluctuations in 
revenue from year to year under an income tax will be more marked than 
under a tax of comparable magnitude levied on property or on major 
items of consumption or even on consumer spending generally.** The in- 
stability of collections under an income tax will be increased even further 
if the rates are made progressive. Progression has the effect of changing 
the average effective rate of tax as incomes in general move up or down. 
As economic activity and therefore incomes decline, the average effective 
rate of tax will decline because of the movement of at least some taxpayers 
from the higher to the lower brackets. Conversely, in periods of rising eco- 
nomic activity the average effective rate will increase. The steeper the 
degree of progression the more sensitive will be these responses of the tax. 

So long as a prime objective of fiscal policy was thought to be the bal- 
ancing of the government budget each year, instability of the annual 
revenues could only be viewed as a disadvantage. To avoid having govern- 
ment deficits or surpluses it would be necessary to change frequently the 
level of government expenditures or the rates of tax. There is now however 
general agreement that it is altogether appropriate for the government 
deliberately to operate with an unbalanced budget whenever significant 
inflation or deflation is taking place. Operating with a deficit in times of 
deflation will inject spending power into the economy and tend to stem 
the deflation; operating with a surplus in times of inflation will withdraw 
spending power from the economy and tend to stem the inflation. The 
effect of an income tax, and particularly a progressive income tax, is al- 
ways to change the level of revenue collections in the right direction. If 
government expenditures are kept constant, the tax will automatically 
produce a deficit or a surplus at the time one is needed. And if government 
expenditures are varied with a view to compensating for changes in the 
general level of economic activity, the income tax will always be a de- 
sirable complement. 

The compensatory operations of the income tax would seem to be a 
desirable feature whatever the strategy for handling short run changes in 
economic activity. But the automaticity of such operations has had special 
appeal to those economists who have been interested in keeping to a mini- 
mum the range and significance of discretionary action by government 
authorities, particularly in times of distress. In their view the distinctive 


% Even as to a general spendings tax the point holds because as the level of economic ac- 
tivity and therefore the level of income declines, aggregate expenditures do not decline at the 
same rate. 
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thing about a progressive income tax in this respect is that it changes the 
average effective rate of tax as needed, without requiring any official to 
institute that change and without waiting for him to do so. For those who 
have confidence in the ability of monetary policy to cope adequately with 
economic disturbances, the arrangement has additional advantages. It 
does not require government spending for the sake of spending during 
deflation, and it minimizes the possibility of discretionary action over- 
compensating for the change which has occurred. 

It is easy to understand why this line of analysis has not been offered as 
an independent defense for progression. There is no reason for believing 
that the magnitude of the contribution of progression to economic stabil- 
ity is substantial. There are obvious limits on how much the progressive 
feature can add to the sensitivity of an income tax to economic changes. 
Furthermore the cost of dropping the progressive feature would be at 
most a modest increase in the use made of discretionary authority to 
change tax rates. Thus while progression may be of some help in maintain- 
ing economic stability, its advantages as a self-adjusting device are neither 
substantial nor indispensable. 

Another and considerably different line of analysis appears at first to 
offer a more vigorous support for the progressive income tax as an antidote 
to depression. For this approach the important fact is not that progression 
makes the revenue collections more sensitive to economic changes, but 
rather that by definition a progressive income tax takes relatively more 
from the higher incomes and relatively less from the lower incomes than 
does any alternative pattern of tax. In this way the tax leaves the wealthy 
with relatively less income and the not-so-wealthy with relatively more. 
The implications of this fact for the level or stability of economic activity 
have been explored in several closely related contexts. 

There is first what was once conceived to be the problem of economic 
stagnation in a mature economy.* In the late twenties the theory was 
offered that in a mature capitalist society an economic equilibrium could 
be reached only at a level at which there was substantially less than full 
employment of resources. At the heart of this theory was the hypothesis 
that in such a society opportunities for investment would have permanent- 
ly declined to an extent that the amount spent on investment plus the 
amount spent on consumption would not support a high level of economic 
activity.** One obvious prescription was to raise the propensity of the so- 


*7 This theory was given prominence by Lord Keynes in his General Theory of Employ- 
ment, Interest, and Money (1936). 


*8 “The essential points explaining the supposed chronic tendency of industry to run at low 
speed may be summarized as follows: First, in a wealthy community with shrinking oppor- 
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ciety to consume. As noted in the discussion of incentives and capital 
accumulation, the proportion of savings to total income of individuals in- 
creases on the average as their income increases. To raise the propensity 
of the society to consume, it was proposed to take income from the higher 
income classes which saved relatively more and transfer it to the lower 
income classes which saved relatively less. And this is what a progressive 
income tax in effect would do. 

Accepting for the moment that stagnation is a problem, there are for 
our purposes two points to note about the proposed solution. First, in 
calling for shifting of income to raise the propensity to consume, it relies 
on the assumption that such shifting will not disturb the existing ratios of 
savings to total income of individuals at each income level. This is 
plausible, but it must remain something of a conjecture. It is not improb- 
able that a large scale shifting of populations to different income levels 
would have some effect on the consumption and savings habits that there- 
tofore obtained at those levels. Second, the anticipated increase on the 
consumption side will raise the level of economic activity in the society 
only if it does not entail an offsetting decrease on the investment side. 
While an anticipated increase in the level of consumer spending may im- 
prove the outlook for investment, there is the counterbalancing tendency 
of the progressive rates to deter risk taking and therefore investment.* 
However, the decisive thing about this solution to the problem of stagna- 
tion, as a defense for progression, is that it solves a problem which no 
longer is so widely thought to exist. Events in the past decade seem to show 
there is no permanent dearth of opportunities for investment. 


tunities for new investment, people tend to take more funds out of the income stream as 
savings than they put back into the income stream as investments. Second, there is no neces- 
sary connection between an individual act of saving and an individual act of investment, so 
that changes in savings and in investment respectively can occur independently of one another. 
Third, the rigidity of costs makes it impossible for industry to adjust itself to falling money 
receipts without curtailing employment and the volume of production. Fourth, changes in the 
level of income lead to proportionately greater changes in the level of savings.” Hardy, Com- 
ments, contained in Public Finance and Full Employment, Federal Reserve Board Postwar 
Economic Studies, No. 3, 136, at 138 (Dec. 1945). 


9 ‘*(Bjut taxes must fall somewhere. If one tax is lowered, another must be raised to main- 
tain revenue. Conceivably, we could impose a tax that would reduce neither consumption 
nor investment. The effect of such a tax would be merely to reduce hoarding, which occurs 
when income is neither spent nor invested in new plant, equipment, or other capital goods. 
But the kinds of taxes that would reduce the savings from which hoards are created are likely 
also to reduce the incentive for making investment. This presents a real dilemma.” Blough, 
Problems of Postwar Federal Tax Policy, Nat’] Tax Ass’n, Proceedings of 37th National Con- 
ference (1944), 154-156. Specialized taxes discriminating in favor of investment and against 
hoarding have been proposed in this connection. Musgrave, Federal Tax Reform, in Public 
Finance and Full Employment, Federal Reserve System, Post War Economic Studies No. 3, 
at 41-43 (1945). 
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While stagnation may no longer be regarded as a serious problem, 
drastic shifts in the level of economic activity are still a matter for real 
concern. The above solution to what was conceived as the permanent 
problem of stagnation came to be adapted to another problem, that of 
hastening recovery from temporary depressions.®® To the extent the gov- 
ernment was to cover its expenditures by taxes, the case for progression 
again was that, as compared to other tax patterns, it best upheld the pro- 
pensity of the society to consume. And just as the progressive tax was 
thought to be the appropriate tax in a period of decline, a regressive tax 
was thought to be the best vehicle for raising a given amount of revenue 
during a boom. More than any tax alternative the regressive tax would 
hold down consumption expenditures. 

The merits of progression in the framework of such a program are not 
altogether the same as when progression is offered as a remedy for stagna- 
tion. In the depression context the proposal again relies on the assump- 
tions that shifting income from the more to the less wealthy will increase 
the overall propensity to consume and that it will not impair the amount 
of investment. As to the latter assumption there is still the same question 
of how much the progressive rates will retard investment by dampening 
the incentives to take risks. But the former assumption encounters a new 
difficulty: in the short run it is by no means as plausible that a redistribu- 
tion of income will increase the amount of consumption expenditure. The 
impact of the redistribution on consumption is subject to at least two sig- 
nificant offsets. While it may be improbable that the more wealthy will in 
the aggregate reduce their consumption expenditures by the full amount 
of the redistribution, it is certainly likely that there will be some reduction 
in the total amount of their spending. Perhaps more important is the im- 
pact on so-called negative savings. In depressed times the less wealthy 
dis-save by spending more than their incomes through borrowing or draw- 
ing on their accumulations. If their incomes are increased by a reduction 
in their tax burden, it is likely that some part of the increase will be used 
simply to reduce negative savings. To this extent the addition to their in- 
comes will not be reflected in an increase in their expenditures. These two 
factors taken together render the net impact of the redistribution on the 
average propensity to consume highly obscure, and may obliterate it al- 
together. 

However significant may be the objective of increasing consumption in 
a depression, the significance of the role of progression in achieving it 


% Hansen, Fiscal Policy and Business Cycles (1941); Hansen, Stability and Expansion, in 
Twentieth Century Fund: Financing American Prosperity 206-26 (1945). 
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would seem to be slight. Nor is it clear that even if its impact were consid- 
erable it would be an indispensable method of enhancing consumption. 
The alternative to using progression to effect a reduction in taxes for some, 
at the expense of increasing taxes for others, is simply to reduce taxes uni- 
formly for all without lowering government expenditures. Such a move 
would be equally or more effective in stimulating consumption, but it 
would be at the price of an increase in the government deficit. One’s ap- 
praisal of this case for progression necessarily will reflect the degree of one’s 
anxiety about increasing government deficits. 

The final and decisive weakness of such a case for progression is that it is 
a part time case. There is a defense only when depression conditions pre- 
vail. Under boom conditions there is an explicit rejection of progression. 
And in the stable economy which we hope to achieve the merits of pro- 
gression become a matter of indifference.” 

Another approach to progression in the context of economic activity 
has been concerned with its usefulness in minimizing economic instability 
in the future. The thesis in essence is that a more even distribution of in- 
come in the society, which can be brought about by progression, will tend 
to result in a more constant rate of spending and therefore of economic 
activity. On the one hand the point may be that the propensity of an indi- 
vidual to consume is likely to be more stable the lower his level of income. 


Below the minimum subsistence level an individual will continue to spend 
all of his income and save none of it. But as to persons over that level this 
proposition is subject to much the same uncertainties as predictions pre- 
viously noted about the magnitude of the propensity to consume. We do 
not know what causes shifts in private spending, and there is little basis for 
making predictions as to the likelihood and size of such shifts under one 


%*“‘Those who advocate progressive taxes, because they curtail hoarding by curtailing 
$s aving, seem to take no account (1) of the need for minimizing monetary uncertainty through 
the establishment of definite rules of policy, (2) of the need for rigid economy in the kinds of 
devices for implementing those rules, or (3) of the need for sharp focusing of responsibility 
for observance of the rules. Moreover, such taxes, as a device for controlling the velocity of 
money, have the disadvantage of working only in one direction; at any rate, no one appears 
to advocate their reduction or abolition in boom times as a means for checking a movement 
of dishoarding! 

“The advocates of these intriguing heresies appear to argue that we cannot afford prosperity 
because additional income promotes hoarding; but the paradox, however salable and enter- 
taining, is intellectual rubbish. One means for reducing hoarding, to be sure, is to keep people 
very poor. The excuse for killing of the goose, however, is very lame. There is no need for 
restricting saving in order to restrict hoarding; appropriate monetary rules, implemented by 
mandatory changes in the quantity of money, can assure adequate (or excessive) spending 
by making the alternative cost of hoarding as high as may be necessary, and without any de- 
liberate diversion of funds from would-be savers to the more profligate or necessitous. Thus 
... the case for progression is enormously stronger than any monetaty considerations on 
which it might be rested; and those who seek to support it in this way only raise doubts 
about an otherwise strong position.” Simons, Personal Incomhe Taxation 23 n. 14 (1938). 





1952] THE UNEASY CASE FOR PROGRESSIVE TAXATION 451 


pattern of income distribution in the long run as compared with another. 
On the other hand the point may be that the magnitude of consumer ex- 
penditures is likely to be more constant than investment expenditures. 
A society which has a negligible accumulation of capital and is virtually 
living from hand to mouth may well necessarily maintain an almost con- 
stant full employment. The point thus seems to reduce to a kind of per- 
verse complaint about having achieved a large accumulation of capital. 
Entirely apart from whether the impact of redistribution on future stabil- 
ity can be traced, these lines of argument are incomplete. Certainly the 
significance of redistribution for stability purposes will vary considerably, 
and perhaps may disappear altogether, depending on what monetary and 
fiscal policies are pursued by the society. 

The placing of progression in the context of the quest for economic 
stability may in the end somewhat corroborate a conviction as to its 
merits, but standing alone it can never be adequate to establish such 
a conviction. None of these proposals to justify progression amounts to 
more than a mild underwriting of it. Against this must be weighed the 
very considerable difference that progression makes in the tax burdens. 
of some individuals. Moreover, it should be noted that for the most 
part the proposals explicitly rely on the fact that progression redistributes 
income in the direction of lessening economic inequalities. They therefore 


might be viewed as part of the general case for progression on equalitarian 
grounds, and in this sense they anticipate a substantial concern of the 
essay with equality. 


8. 


The more traditional place to begin the affirmative case for progression 
is with the simple notion of estimating the benefits which the taxpayer 
purchases with taxes. No one regards taxes as a completely one-sided 
transfer. Since it is obvious that each taxpayer derives some benefits from 
the operation of government, the magnitude of such benefits suggests 
itself as a standard for distributing the tax burden. If it can be shown that 
the benefits increase as income increases, and that at some levels of income 
benefits increase more rapidly than income, a compelling justification for 
progression will have been established.” 


* For an extensive review of benefit theory see Seligman, Progressive Taxation in Theory 
and Practice 150-229 (2d ed., 1908); also see Weston, Principles of Justice in Taxation in 17 
Columbia University Studies in History, Economics and Public Law, 160-71 (1903). Hackett’s 
article on The Constitutionality of the Graduated Income Tax, which was noted in the text, 
section 3 supra, is based on an acceptance of benefit theory. 25 Yale L.J. 427 (1916). Today 
almost every textbook on public finance pays its respects to benefit theory as a principle for 
allocating the overall tax burden but treats it as being only of historical or academic interest in 
this connection. 





452 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


Undoubtedly there are many instances of good correlation between a 
tax paid and a benefit received. The clearest case is one in which the gov- 
ernment could readily sell the particular service on the market, as it does 
with the postal service, but where instead it uses the procedure of taxing 
those who receive the benefit. The benefit principle of taxing also has 
unquestioned propriety in connection with at least some situations in 
which the taxpayer is not free to avoid the tax by declining the benefit.” 
But the central services of government today could hardly be placed on a 
cash and carry arrangement, nor could the value of these benefits to par- 
ticular taxpayers be traced. It need merely be asked what groups would be 
called upon to pay for the enforcement of the antitrust laws or policing 
the income tax itself or the cost of maintaining the courts. The diffuseness 
of the benefits from government today is frequently offered as a summary 
reason for limiting the benefit test to those isolated situations in which a 
direct correlation between the tax payment and the benefit exists. 

This is too summary an objection. The relevant question is whether, 
granting that most benefits from government cannot be particularized and 
traced, it nevertheless can be held that such benefits as a whole vary in 
some fashion with income. A good deal less than perfect correlation be- 
tween benefits and incomes would be sufficient for the theory. 

One attempt to establish a rough general correlation proceeds by way of 
distinguishing between the services of government to persons and its serv- 
ices to property.*> The services to persons are said to be alike for all indi- 
viduals, while the services to property are said to increase with the 
amount of property owned. In a famous analogy the state is compared to 
an insurance company insofar as the state protects property;” the pre- 
mium for protection increases as the amount of property covered is in- 
creased. But this approach to correlation simply does not work. The only 
services of government which seem to be correlated with the quantity of 

93 See for example, Simons, Personal Income Taxation 34 et seq. (1938). A further use of 


the benefit principle is as a guide to what taxes should be borne locally rather than nationally. 
See Cannan, Equity and Economy in Taxation, 11 Econ. J. 469 (1901). 


94 Edgeworth suggested that in the search for a principle of tax justice the primary problem 
is ‘‘to determine the distribution of those taxes which are applied to common purposes, the 
benefits whereof cannot be allocated to any particular classes of citizens”; and the secondary 
problem is ‘‘to determine the distribution of taxation, not being limited to that amount of 
which the benefit is indiscriminate . . .” II Edgeworth, Papers Relating to Political Economy 
235 (1925); see also Sidgwick, Principles of Political Economy 560-64 (2d ed., 1887). 

98 Sometimes the theory is stated in terms of the cost of the government services performed 
for each citizen rather than in terms of the benefits received from such services. This refine- 
ment may avoid the need of measuring subjective benefits but it does little else for the theory. 


9% The originator of the analogy appears to be Thiers. See discussion in Seligman, Progres- 
sive Taxation in Theory and Practice 169 et seq. (2d ed., 1908). 
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property owned by an individual are the police, fire-fighting and military 
forces; and even as to these the correlation seems to be grossly inadequate. 
A military establishment adequate to protect persons would necessarily be 
large enough to protect property from exterior violence. To a somewhat 
lesser extent this is probably also true of internal police and fire-fighting 
establishments. Further, even granting that there is some additional bene- 
fit to property owners from both such establishments, it surely does not 
vary with the value of the property which is being protected. Especially is 
this true in a society in which a large portion of property is in the form of 
intangibles. And in any event, in the modern state the maintenance of 
police and fire-fighting forces is likely to be only a small fraction of the 
total services performed by government.” 

Another approach is more ingenious. It is founded on a double assump- 
tion: first, that the well-being of men, while not caused by the govern- 
ment, is dependent upon it in that government is a necessary condition 
for its existence; second, that the only aspect of well-being which is 
measurable is wealth or income and that it is therefore appropriate to take 
either of these as an index of the benefits flowing from government. The 
most frequent use of this approach is to divide income into that portion 
which is indispensable for obtaining the bare necessities of life and into a 


surplus which allows one to enjoy a fuller life, and then to argue that the 
benefits of government come only with a surplus. In this form the argu- 
ment leads to incorporating a minimum standard of living exemption in an 
otherwise flat tax and thus to producing the limited progression accom- 
panying an exemption. The approach has also been used to justify more 
extensive progression by appearing to find the requisite correlation be- 
tween the benefits of government and the amount of income. 


97‘(Slome consistent adherents of the guid pro quo principle go on to observe, that pro- 
tection being required for person as well as property, and everybody’s person receiving the 
same amount of protection, a poll-tax of a fixed sum per head is a proper equivalent for this 
part of the benefits of government, while the remaining part, protection to property, should be 
paid for in proportion to property. There is in this adjustment a false air of nice adaptation, 
very acceptable to some minds. But in the first place, it is not admissible that the protection 
of persons and that of property are the sole purposes of government. The ends of government 
are as comprehensive as those of the social union. They consist of all the good, and all the 
immunity from evil, which the existence of government can be made either directly or in- 
directly to bestow. In the second place, the practice of setting definite values on things essen- 
tially indefinite, and making them a ground of practical conclusions, is peculiarly fertile in 
false views of social questions. ... The same judges, soldiers, and sailors who protect the 
one protect the other, and the larger income does not necessarily, though it may sometimes, 
require even more policemen. Whether the labour and expense of the protection, or the feelings 
of the protected person, or any other definite thing be made the standard, there is no such 
proportion as the one supposed, nor any other definable proportion.” Mill, Principles of Po- 
litical Economy, 804-805 Bk. 5, c. II, On the General Principles of Taxation (Ashley’s ed., 
1923). 
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But this approach also runs into serious difficulties. It stretches the 
ordinary notion of benefit almost beyond recognition. In doing so it loses 
the strength it derived from the good sense of the simpler notion of par- 
ticular benefits conferred by government on particular persons. And, even 
accepting the proposition that all benefits are to be credited to govern- 
ment, it is highly questionable whether wealth or income is an adequate 
index of total well-being. Other factors, such as health and longevity, 
are surely of importance, and we know enough about their distribution to 
be sure that they are not distributed in accordance with wealth or income. 

As far as the affirmative case for progression is concerned, there is an 
overriding weakness to all of these benefit approaches. It is difficult, as has 
been pointed out, to show that greater benefits are received from govern- 
ment by people having greater incomes. But even if this proposition could 
be established convincingly, it would by no means establish the case for 
progression. For the principle of progression requires not merely that the 
benefits increase with income but that they increase more rapidly than 
income. If attention is directed to the costs of protecting property, it 
would be preposterous to assume that such costs increase more rapidly 
than the value of the property being protected. If attention is directed to 
the well-being derived from wealth or income, progression would require 
the even more heroic assumption that the benefits from money increase 
more rapidly than the amount of money and that therefore money has an 
increasing value or utility to its possessors. 

There are still other difficulties. Where particular benefits are traceable, 
the use of the benefit principle in allocating tax burdens may be incom- 
patible with other objectives of society. There clearly are some benefits 
conferred by the government which cannot, without defeating their very 
purpose, be made contingent on the ability of the recipient to pay for 
them. The most common instances today are education and welfare sub- 
sidies to the underprivileged. If it has been decided that the government 
should perform these services, it must also have been decided that to this 
extent the benefit principle is to be subordinated. Assuming that the wel- 
fare decision was made deliberately, its incompatibility with the benefit 
principle tells nothing about the wisdom of the decision. 

There remains the question whether, if the benefit analysis does not 
supply a case for progression, it necessarily provides a persuasive case for 
proportion. Indeed, historically almost all exponents of benefit theory 
employed it to support proportion as against progression. There is the well 
worn rhetorical question: Since the rich and the poor pay at the same rate 
for bread, why shouldn’t they pay at the same rate in buying government? 
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However, it is easily seen that the shortcomings of benefit theory are al- 
most as embarrassing to the case for proportion as that for progression. 
In either case the difficulties of isolating and measuring particular benefits 
are for the most part insurmountable. If, as a result, resort is had to some 
general assumption about the distribution of the highly diffuse benefits of 
government, the most plausible one is that all citizens benefit approxi- 
mately alike.** The logical outcome of the benefit test would then be a 
highly regressive tax system. 

For any attempt to apply the benefit principle generally as a standard 
in allocating taxes, an appropriate epitaph can be found in a comment by 
John Stuart Mill: to assert that individuals receive significantly different 
benefits from living in a particular society is in effect to assert that there is 
something seriously wrong with that society.® 


9. 

Another major line of justification for progression looks not at the bene- 
fits which taxpayers receive from government but rather at the sacrifices 
which the payment of taxes entails. This approach builds on the unde- 
niably true observation that the payment of taxes represents a coerced 
contribution to the government. It ignores the benefits received from gov- 


ernment and treats taxes as though they were a confiscation of property. 
The problem then becomes one of confiscating in an equitable manner.'* 

On this foundation it initially seems possible to construct a sound argu- 
ment for progression. An equitable apportioning of sacrifice requires in- 


98 ““Tf we wanted to estimate the degrees of benefit which different persons derive from the 
protection of government we should have to consider who would suffer most if that protection 
were withdrawn: to which question if any answer could be made, it must be that those would 
suffer most who were weakest in mind or body, either by nature or by position. Indeed, such 
persons would almost infallibly be slaves. If there were any justice, therefore, in the theory of 
justice now under consideration, those who are least capable of helping or defending them- 
selves, being those to whom the protection of government is the most indispensable, ought to 
pay the greatest share of its price: the reverse of the true idea of distributive justice, which 
consists not in imitating but in redressing the inequalities and wrongs of nature.” Ibid., at 805. 


99 *‘Government must be regarded as so pre-eminently a concern of all, that to determine 
who are most interested in it is of no real importance. If a person or class of persons receive 
so small a share of the benefit as makes it necessary to raise the question, there is something 
else than taxation which is amiss, and the thing to be done is to remedy the defect, instead of 
recognising it and making it a ground for demanding less taxes.” Ibid., at 806. 


10 Sacrifice theory does not require the complete rejection of the benefit criterion. Sacrifice 
notions come into play to the extent that benefits are not directly traceable or to the extent 
that traceable benefits are a consequence of deliberate welfare measures and are received by 
those not intended to pay for them. See text, section 22 infra. Where benefits are directly 
traceable and are not the result of welfare measures there is complete compatibility between 
the benefit and sacrifice criteria since in these cases there is no sacrifice involved in the payment 
of the tax. See Sidgwick, Principles of Political Economy 566 (2d ed., 1887). 
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flicting equal hurt on each taxpayer.’” It seems likely that a dollar has less 
“value” for a person with a million dollars of income than for a person 
with only a thousand dollars of income. To take the same number of dol- 
lars from each is not to require the same amount of sacrifice from them. 
Instead a fair tax would take more from the wealthier individual, and this 
is what a progressive tax does. 

This sort of sacrifice analysis has been the most prominent form of argu- 
ment for progression both at a popular and at a sophisticated level. Sacri- 
fice doctrine has been subjected to an extraordinary amount of analysis. 
Although the doctrine is not as fashionable as it was a generation ago, 
formidable authority can still be cited for it." While some of the refine- 
ments of the analysis have been tempting targets for ridicule, the doctrine 
as a whole makes up a curious and fascinating chapter of intellectual his- 
tory. In fact, by far the largest part of the intellectual history of progres- 
sion theory has been the development of sacrifice doctrine. Moreover, 
whatever the history, there is a strong popular feeling today which appar- 
ently supports progression on the basis of sacrifice notions. It is therefore 
worthwhile to be patient with the analysis of it. 

The analysis can best begin with a consideration of what sacrifice 
means. While the doctrine ultimately refers to the pleasures of having 
money and the pains of paying taxes, it need not commit itself to an ex- 
ploration of the actual subjective mental states of each individual tax- 
payer. Rather, in a fashion reminiscent of the law’s use of the reasonable 
man standard, the doctrine seeks to abstract out individual differences and 
to make assumptions about the reactions to money that men have in com- 
mon. The assumptions are, first, that the only significant variable in men’s 
taste for money is the amount of money they have; and, second, that 
men’s appetite for money declines as the amount of money which they 
have increases. A convenient shorthand for these assumptions is to say 

tt Tt is customary, in sacrifice analysis, to treat all money taken from a person in taxes 
as inflicting sacrifice or hurt; and this usage is followed here. But it has sometimes been urged 
that once a person has become accustomed to a certain rate of tax the payment of that rate 
no longer involves a hurt since he does not regard the tax money as ever having been part of 
his income. ‘‘One might almost as well describe the difference between our present happiness 
and that what we might enjoy in Paradise as being a ‘hurt.’ ” Stamp, Fundamental Principles 
of Taxation 50 (1921). There is a core of truth here; and it does raise the problem of the ad- 


visability of ever basically changing tax rates or tax patterns. But if carried too far it not only 
eliminates concern with sacrifice theory but any concern with ultimate justice in taxation. 

102 In recent years such economists as Pigou, Fisher, Harrod, and Lerner have subscribed 
to it in some form, and Dalton treats it with considerable respect. 

“The quantitative relation of well-being to income, and interpersonal comparisons as 
well, are generally accepted as having enough stability to justify highly progressive taxation, 
even in face of a likelihood that production will be reduced.” Knight, Introduction to Menger, 
Principles of Economics 19 (Dingwall and Hoselitz trans. 1950). 
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there is a general utility curve for money which has a downward slope. It 
appears not to matter whether the curve is regarded as descriptive of a 
given individual when money is added to or subtracted from his total, or 
as descriptive of two or more individuals who have different amounts of 
money. Furthermore, the image of such a curve is convenient in that it 
apparently can be used to call attention to both the aggregate amount of 
utility of a given total of money or to its marginal utility, meaning the util- 
ity of the last dollar added to a given total."*? These add up to a consider- 
able set of assumptions which will be scrutinized closely later. It will be 
useful however to accept the assumptions for the moment and see whether 
they lead to progression. 

If a general utility curve for money is taken as available to measure the 
sacrifice involved in paying taxes, the next step in the argument seems 
easy. At first impression it appears axiomatic that sacrifices for taxes 
should be be exacted of all citizens equally. But “equality of sacrifice’ is 
ambiguous, and its two meanings may yield radically different results in 
dictating a scale of taxes. It can mean that the quantity of sacrifice, that 
is, the loss of units of utility, demanded of each individual be equal (“equal 
sacrifice’), or it can mean that each should be required to give up an equal 
percentage of his total utility derived from money (‘proportionate sacri- 
fice’’).1°4 

To complete the argument for progression on grounds of equality of 
sacrifice two further inquiries are required. The first is whether under 
either of these sacrifice standards amy declining utility curve for money 
will dictate progression or whether the steepness of decline has to be 
specified to some extent. This is an important step since it is one thing to 
assume that the utility of money declines but quite another to assume the 
rate at which it declines. Clearly, the fewer the demands the argument 
makes on knowledge of the slope of the curve, the stronger the argument 
will be. The second inquiry is whether the two sacrifice standards have 


*°3 For present purposes the curve is taken to cover only income above the minimum sub- 
sistence level. It is frequently said that income below the subsistence level has infinite utility. 
The propriety of excluding such income from the curve is discussed at length in Cohen-Stuart, 
A Contribution to the Theory of the Progressive Income Tax (1889) (Ms. trans., Te Velde, 
University of Chicago Libraries, 1936) 53-60. 

104 In Edgeworth’s words, ‘“The honour of clearly distinguishing these principles appears to 
belong to Mr. Cohen-Stuart.” II Edgeworth, Papers Relating to Political Economy 107 n. 6 
(1925). He goes on to take Seligman to task for saying that there was no significance to the 
distinction and that everyone had always meant proportionate sacrifice in using the term 
‘equality of sacrifice.” Ibid., at 235-37. There is no doubt that the Cohen-Stuart essay is the 
ablest presentation of the proportionate sacrifice thesis. The essay is also valuable in that it 
contains careful discussions of several continental writers on progression whose works do not 
appear to have been translated. A concise summary of the operation of the sacrifice formulas 
is found in Dalton, Public Finance c. [X (15th ed., 1946). 
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equal appeal. If they do, the argument may be seriously embarrassed by 
the difficulty of choosing between them since they produce quite different 
results when applied to any given utility curve. 

It is somewhat surprising to discover that the equal sacrifice standard 
applied to a declining utility curve does not inevitably result in progres- 
sion in tax rates.’*s In fact it may result in a regressive scale of rates. This 
can be seen by first assuming that the utility curve does not decline 
and that all dollars have an equal amount of utility to a person regardless 
of the total dollars he has. Equal sacrifice would then mean that each per- 
son paid the same number of dollars of tax regardless of the amount of his 
income. The tax would obviously be regressive; a person with twice as 
much income as another would pay an effective rate of tax one half that 
paid by the other. In order to have each pay the same rate of tax the man 
with twice the income must be required to pay twice the number of dollars 
in tax. For these unequal dollar payments to exact equal sacrifices from 
the two taxpayers, the utility of the dollars paid out by the more opulent 
must be half that of the dollars paid out by the other; and likewise if one 
person has ten times the income of another, equal sacrifice under a propor- 
tionate tax will be achieved only if the utilities of the dollars taken from 
them are in the ratio of one to ten. To generalize, in order for equal sacri- 
fice to result in a proportionate tax the utility curve for money must be 
such that for any given percentage increase in the amount of money there 
must be a like percentage decrease in the marginal utility of that money.’ 

For convenience in designating this possible relation of income and 
utility, we shall refer.to such a curve as a rectangular hyperbola. Any 
less steep curve would result in a regressive tax under equal sacrifice. 
Thus to get progression from the equal sacrifice standard requires not 


«9s “*Though the ground is now fully prepared, it will be convenient to pause for a moment 
before attempting a constructive argument, in order to clear away a false opinion which ap- 
pears to be somewhat widely entertained. This opinion is to the effect that, in all circumstances, 
in order to secure equal sacrifice, the tax formula must be, in some measure, progressive, in the 
sense that the rate of taxation per £ of income grows as incomes grow. This proposition is sup- 
posed to be logically deducible from the law of diminishing utility. That supposition is in- 
correct. All that the law of diminishing utility asserts is that the last £1 of a £1000 income 
carries less satisfaction than the last £1 of a £100 income does. From this datum it cannot be 
inferred that, in order to secure equal sacrifice . . . taxation must be progressive. In order to 
prove that the principle of equal sacrifice necessarily involves progression we should need to 
know that the last £10 of a £1000 income carry less satisfaction than the last £1 of a £100 
income; and this the law of diminishing utility does not assert.’’ Pigou, A Study in Public 
Finance 85-86 (3d rev. ed., 1951). 

106 Other ways of describing such a curve are Edgeworth’s, ‘‘that utility diminishes in in- 
verse ratio to means,” II Edgeworth, Papers Relating to Political Economy 107 (1925); and 
Marshall’s, ‘‘that the increased happiness which he derives from the addition of one per cent 
to his income is the same whatever his income be.” Marshall, Principles of Economics, Mathe- 
matical Appendix 842 n. VIII (8th ed., 1925). 
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only that the utility of money does decline but that it declines more 
rapidly than a rectangular hyperbola.**” 

The proportionate sacrifice standard would clearly result in progression 
with any utility curve that would satisfy the requirements for progression 
under equal sacrifice; and obviously it would also do so under some less 
steep curves as well. Indeed it would seem to do so for any money utility 
curve which declines at all. This appears to follow from the observation 
that if money had a constant utility, the proportionate sacrifice standard 
would result in a proportionate tax. To impose the same percentage of 
sacrifice on all taxpayers would then simply require taking the same per- 
centage of dollars from each of them. Therefore, it might seem that, no 
matter how gentle the slope of a declining utility curve, it would be suf- 
ficient under the proportionate sacrifice standard to produce something 
more than a proportionate tax and thus to produce some degree of pro- 
gression. Over sixty years ago, however, the error of this reasoning was dis- 
covered by a Dutch economist, Cohen-Stuart, who elaborately analyzed 
the consequences under the proportionate sacrifice standard of various 
utility curves for money. He demonstrated that it is possible to construct 
utility curves which declined in such a fashion that, on some parts of the 
curves, a regressive tax followed from application of the proportionate 
sacrifice standard.’** While it seems that proportionate sacrifice would re- 
sult in progression under most curves that could be postulated,’ any 
argument for progression based on that standard loses some of its force 
because of the fact that a declining curve does not always result in pro- 
gression. 

The choice between the equal sacrifice and the proportionate sacrifice 
criteria, although seldom discussed in the literature, does not seem overly 
difficult when further analyzed."° Any theory of equalizing the sacrifice of 


07 See, for example, Pigou, A Study in Public Finance 89 (3d rev. ed., 1951). 


08 Cohen-Stuart, A Contribution to the Theory of the Progressive Income Tax (1889) 
(Ms. trans., Te Velde, University of Chicago Libraries, 1936) 116-37. The tables developed 
by Cohen-Stuart to demonstrate his point are reproduced in Seligman, Progressive Taxation 
in Theory and Practice 218-22 (2d ed., 1909). The point is also made by Edgeworth in II 
Papers Relating to Political Economy 239-40 (1925). 


9 Cohen-Stuart and Edgeworth confine themselves to showing only that it is possible 
to find an instance of a declining utility curve which would not result in progression under the 
equal sacrifice formula. Neither suggests that such a curve is at all plausible. It takes con- 
siderable ingenuity to find such an instance, and the curve is eccentric. 


«1¢ The history of the proportionate sacrifice idea has been curious. The distinction between 
proportionate sacrifice and equal sacrifice was repeatedly lost even after it had been pains- 
takingly pointed out. Seligman did not take the distinction seriously. See note 104supra. Weston 
likewise blurred the distinction. Principles of Justice in Taxation, 17 Columbia University 
Studies in History, Economy and Public Law 204-205 (1903). A good recent example of a 
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taxpayers implicitly assumes that the taxes are a necessary evil falling 
upon a distribution of money, and therefore upon a distribution of satis- 
factions, which is otherwise acceptable. With this assumption the prob- 
lem is not to use the tax system to adjust existing inequalities in that dis- 
tribution but simply to leave all taxpayers equally “worse off’ after 
taxes. The vice of the equal sacrifice formula is that it is regressive when 
measured by satisfactions and this becomes compellingly clear if large 
enough sacrifices are exacted equally from each taxpayer." The corre- 
sponding virtue of the proportionate sacrifice formula is that it remains 
neutral as to the relative distribution of satisfactions among taxpayers. 
Under it they are all equally “worse off” after taxes."” 

The primary case for some progression, then, in terms of equality of 
sacrifice is the case under the proportionate sacrifice formula.“ As a 
principle of justice it is intuitively attractive; it makes relatively few de- 
mands on knowledge about the utility curve for money, other than that it 


refusal to take this distinction seriously is found in Taylor, Economics of Public Finance 293, 
particularly note 13 (1948). 

Although Seligman insisted that proportionate sacrifice always was meant by those talking 
about equality of sacrifice, it is not clear that he himself always maintained that meaning. It is 
quite clear that most subsequent discussion of equality of sacrifice has been concerned with 
the equal sacrifice, and not the proportionate sacrifice, formula. Pigou, while clearly recog- 
nizing the distinction, has an elaborate discussion of equal sacrifice but merely mentions pro- 
portionate sacrifice in passing. Harrod’s effort to buttress the case for progressive taxation on 
grounds of equality of sacrifice was concerned exclusively with the requirements of the utility 
curve under the equal sacrifice formula. See text, section 10. Fagan, although aware of the dis- 
tinction, in an extensive criticism of sacrifice theory appears to have been talking only about 
equa! sacrifice. Recent and Contemporary Theories of Progressive Taxation, 46 J. Pol. Econ. 
457 (1938). Simons in effect disposed of proportionate sacrifice with an exclamation mark. 
Simons, Personal Income Taxation 6 (1938). 


11 Pigou suggests the limiting case is that in which the amount of revenue to be raised is 
such that the sacrifice imposed on the wealthy man is more than the total satisfactions avail- 
able to the less wealthy man before tax. Here equal sacrifice requires taking all of the poor 
man’s income. Pigou, A Study in Public Finance 84 (3d rev. ed., 1951). 


«12 The exemption of income under the minimum subsistence level poses a minor problem of 
consistency for both the equal and proportionate sacrifice formulas. Equalizing of sacrifices 
appears to imply that everyone who has any income at al! should make some sacrifice, how- 
ever small. But see note 103 supra. 


™3 Jt is undoubtedly late in the day to sound disturbed over the fate of proportionate 
sacrifice as a refinement of equal sacrifice. Nevertheless, proportionate sacrifice is not only 
the most defensible version of the equality of sacrifice notion but it turns out to be the most 
defensible version of sacrifice analysis in any form. (See discussion of minimum sacrifice in the 
text, section 11 infra). So long as sacrifice ideas retain such popular vitality it is worth-while 
examining them carefully, and this means assessing the proportionate sacrifice formula. There 
are, as indicated in the text, section 12 infra, some crucial general objections to any analysis 
based on sacrifice doctrine, and it may be possible to dispose of sacrifice doctrine on these 
more general grounds without examining the particular refinements of sacrifice theory. How- 
ever, it would seem that only by appreciating the strength of the case for proportionate sacrifice 
can one reach a tested conviction as to the ultimate weakness of sacrifice analysis. 
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declines; and it narrows considerably the issue between progressive and 
proportionate taxation. As between one who favors proportional taxa- 
tion on grounds of its neutrality and one who favors the proportionate 
sacrifice standard on grounds of its neutrality there is only the issue of 
whether there is a meaningful and sufficiently ascertainable money 
utility curve for all taxpayers. From one point of view proportionate 
sacrifice represents a more ambitious, if less practical, attempt to achieve 
neutrality in the collection of taxes." 


Io. 


It has been shown that to produce some progression the proportionate 
sacrifice standard, under most possible utility curves for money, requires 
no knowledge of the curve other than that it declines somewhat. But even 
assuming that it is meaningful to talk about a declining utility curve for 
money, the case for progression on grounds of equality of sacrifice is not 
free of difficulties. The steeper the utility curve, the steeper will be the 
progression dictated by proportionate sacrifice. Wide variations in the 
utility curve are compatible with the general assumption that it declines; 
and it follows that wide variations in the patterns of tax rates are all pos- 
sible unless some further knowledge about the slope of the utility curve is 
accessible. 


This difficulty of identifying the “proper”’ rate pattern from among the 
great variety of patterns all of which are progressive was given its most 
famous expression over a hundred years ago by McCulloch. “The mo- 
ment,” he said, “‘you abandon . . . the cardinal principle of exacting from 
all individuals the same proportion of their income or their property, you 
are at sea without rudder or compass, and there is no amount of injustice 
or folly you may not commit.”’*S Every proponent of progression has had 


14 See Cohen-Stuart, A Contribution to the Theory of the Progressive Income Tax (1889) 
(Ms. trans., Te Velde, University of Chicago Libraries, 1936). 


™S McCulloch, Taxation and the Funding System 142 (1845). This is probably the most 
quoted passage in the literature on progressive taxation. The specter of progressive taxation 
moved McCulloch to eloquence at this point: 

‘*The reasons that made the step be taken in the first instance, backed as they are sure to 
be by agitation and clamour, will impel you forwards. Having once given way, having said 
that a man with 500 £. a-year shall pay 5 per cent., another with 1000 £. ro per cent., and 
another with 2000 £. 20 per cent., on what pretence or principle can you stop in your ascend- 
ing scale? Why not take so per cent. from the man of 2000 £. a-year, and confiscate all the 
higher class of incomes before you tax the lower? In such matters the maxim of obsta principiis 
should be firmly adhered to by every prudent and honest statesman. Graduation is not an 
evil to be paltered with. Adopt it and you will effectually paralyse industry and check accumu- 
lation; at the same time that every man who has any property will hasten, by carrying it 
out of the country, to protect it from confiscation. The savages described by Montesquieu, 
who to get at the fruit cut down the tree, are about as good financiers as the advocates of this 
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to make his peace with this metaphor. Probably the best known rejoinder 
is that of Professor Seligman, a half century later. “It is true that propor- 
tion is in one sense certain,” replied Professor Seligman, “and that pro- 
gression is uncertain. The argument, however, proves too much. An un- 
certain rate, if it be in the general direction of justice, may nevertheless be 
preferable to a rate which, like that of proportion, may be more certain 
without being so equitable.’”’”* 

But if the argument does prove too much the rejoinder does not prove 
enough. There are two grounds for thinking that the rejoinder is too opti- 
mistic in its calculus of the relative chance of justice under progression as 
compared with proportion. First, it is possible for two progressive rate 
scales to differ more radically between themselves than the less progres- 
sive scale differs from proportion. Accordingly it is at least possible to have 
a progressive rate pattern which, judged by such a standard as equality of 
sacrifice, is more unfair than is a proportionate tax. Second, any injustice 
from having a proportionate tax would be in the form of having the many 
pay a little more tax than justice would require. In contrast the injustice 
of an “improper’’ scale of progression would be in the form of having the 
few pay considerably more in taxes than justice would require. Thus, 
unless more is known about how to select a just scale of progressive rates, 
it is rash to assume that the certain injustice of proportion is likely to be 
greater than the uncertain injustice of progression. 

The selection of a just scale of progressive rates under the proportionate 
sacrifice standard thus requires more knowledge about the utility of 
money than the mere fact that it declines."*? Perhaps the most bizarre 
chapter in the intellectual history of progression consists in the many 
attempts to state the shape of the curve. 

While the possible range of declining utility curves is enormous, the 
methods of deriving such a curve are few. The most common approach 
has been to examine the matter introspectively and attempt to embody 
the conclusions in a mathematical formula. Any formula for this purpose, 
as a practical matter, has to be simple enough to be carried in the mind 
easily. This probably explains the fact that the most popular guess has 
sort of taxes. Wherever they are introduced security is at an end. Even if taxes on income 


were otherwise the most unexceptionable, the adoption of the principle of graduation would 
make them about the very worst that could be devised.” 

6 Seligman, Progressive Taxation in Theory and Practice 294 (2d ed., 1908). The same 
type of rejoinder was made by Taussig. ‘‘The same difficulty might be urged against all sorts 
of movements for reform. Few except the out-and-out socialists have clear notions of their 
ultimate goal. But it suffices for the average man to know in what direction he is moving.” 
II Principles of Economics 488 (1911). 

"17 This is all the more true of the equal sacrifice formula. 
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been that the curve is a rectangular hyperbola, which requires merely 
that a given percentage of total satisfactions taken away affects a man in 
the same degree regardless of the amount of income he has."* For obvious 
reasons even its friends have been reluctant to say more in behalf of 
this curve than that it is “not unplausible.”"* 

The guess about the rectangular hyperbola has also furnished a con- 
venient measuring stick, and those who have thought that the curve was 
otherwise have usually confined themselves to urging that the proper 
curve fell on the progressive or regressive side of the rectangular hyper- 
bola. The most notable recent effort to show that the proper curve is more 
progressive is that of A. C. Pigou.*° In essence he argues that at high 
levels of income the satisfactions derived from additional income are in 
large measure based on comparing one’s income with that of one’s eco- 
nomic or social rivals. Therefore, he concludes, even if large shares of in- 
come are taken away from all members of this wealthy class, there will be 
little loss of satisfaction to any of its members since the satisfaction based 
on invidious comparison is not likely to be substantially diminished. This 
is perhaps the most persuasive presentation of the case for a steeply de- 
clining utility curve inasmuch as it refers to data which seem to be some- 
what accessible to common observation and which have been noted inde- 
pendently in other connections.™ But, since all that is in issue at the mo- 
ment is whether the curve is as steep as Pigou urges, it is possible to cast 
doubt on his conclusion. Insofar as the point depends on competitive con- 
sumption of the wealthy, it does not take into account that part of their 
money which is not devoted to personal consumption. The personal asceti- 
cism of Henry Ford and John D. Rockefeller is legendary. Moreover, it is 
by no means clear that conspicuous consumption is a talent restricted to 
the upper income classes. Much contemporary mass advertising is high 
testimony in behalf of the opposite assumption. 

Another attempt to show that the curve declines more steeply than a 
rectangular hyperbola deserves some comment. In a short note Roy Har- 
rod has suggested that perhaps one can get at the intensity with which 
people value varying amounts of money by considering the amount of 
effort they are willing to put forth to earn money.™ The heart of his thesis 


«#8 This hypothesis is credited to Bernoulli. See note 106 supra. 

9 Pigou, A Study in Public Finance go (3d rev. ed., 1951). 

12° Thid., at gr. 

111 See for example, Veblen, Theory of the Leisure Class (1899). 

™ Harrod, Progressive Taxation and Equal Sacrifice, 40 Econ. J. 704 (1930); there is an 
extended discussion of the Harrod note in Fagan, Recent and Contemporary Theories of 
Progressive Taxation, 46 J. Pol. Econ. 457, 468-75 (1938). 
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is that if, all other things being equal, everybody has the same disinclina- 
tion to work, that is, to put forth effort, then the utility of income to men 
might be priced in terms of units of effort. If it can be shown that the 
amount of effort that another prospective dollar will call forth decreases as 
the amount of a man’s income increases, one explanation of this may be 
that the more dollars a man has the less he values the next dollar. Assum- 
ing this to be the correct explanation, it would establish only that the 
utility of money declines somewhat. The only purpose of Harrod’s analy- 
sis, however, is to show that it declines more steeply than a rectangular 
hyperbola. To do this he goes to the hypothetical case of all men being 
willing to work the same total amount regardless of their rate of pay and 
points out that under those circumstances the effort-income curve would 
be a rectangular hyperbola. This must be the case because total effort is 
taken to be a constant regardless of income, and therefore the willingness 
to expend effort varies inversely with the rate of pay and hence with total 
income. It then remains only to question how closely the hypothetical 
case corresponds to the facts. This Harrod does by pointing out that at the 
minimum subsistence level it probably is true that men will put out a max- 
imum effort regardless of their remuneration and that at some level of 
great wealth men will refuse to perform any work regardless of the com- 
pensation offered. Connecting up these two extreme points necessarily 
results in a curve steeper than a rectangular hyperbola. 

Confining discussion at present to the distinctive thesis which Harrod 
sets out to demonstrate, it is extremely doubtful that he succeeds.™ His 
critical step is establishing the rectangular hyperbola as the measuring 
stick, and this is done by positing the case in which all men as a matter of 
choice will work only a given amount and no more regardless of their 
rates of pay. This is necessarily an unreal case for Harrod since the rest of 
his analysis turns on showing that in the real world men act otherwise. 
In effect the hypothetical case embarks one on the interesting venture of 
explaining what would motivate men if they acted differently than they in 
fact do act. But waiving this difficulty, the more serious obstacle is Har- 
rod’s explanation of motivation in his hypothetical case. If men were al- 
ways to work the same amount regardless of their incomes, would not this 
afford the most compelling evidence that we knew nothing about the rela- 
tionship between income and effort? In any event it would seem far more 
plausible to assume that under the posited circumstances men were not 
motivated by income at all but performed work without concerning them- 


13 There are good reasons for doubting whether the effort price of income is in the end 
of any use in establishing a utility curve. See text, section 12 infra. 
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selves with rewards. Thus Harrod seems to fall short of establishing that 
his effort-income curve is at least a rectangular hyperbola and therefore 
does not succeed in proving that that curve—or the money utility curve 
which he hoped to derive from it—is even steeper. 

All in all the attempts to discover more about the utility curve than the 
fact that it declines somewhat are interesting but not persuasive.’** With 
not too much risk of overstatement, it can be said that only by intuition 
can the general shape of a curve be derived, and intuition is of dubious 
reliability when it comes to setting exact rates of tax. 


II. 


Up to this point the case for progression on grounds of sacrifice has been 
keyed to some notion of exacting equality of sacrifice from taxpayers. 
There is however another main line of sacrifice theory which appeals to a 
wholly different standard. It has an easily traced intellectual history run- 
ning from Bentham and Mill to Edgeworth and Pigou, and it appears to 
have enlisted some of the best minds which have studied the problem of 
progression.’*5 It seeks to apply directly to taxation the utilitarian first 


24 Two further approaches should be noted. Fisher outlined a prospectus for deriving the 
utility curve empirically by studying what it is that people buy with their incomes under 
different price structures. His apparatus for isolating the relevant data from the budgets of 
similar families in different communities was elaborate. He cautiously suggested that his 
rough preliminary use of the method tended to justify the adoption of progressive taxation; 
but he did not indicate which of the sacrifice criteria he was employing. Fisher, A Statistical 
Method for Measuring ‘“‘Marginal Utility” and Testing the Justice of a Progressive Income 
Tax, in Economic Essays Contributed in Honor of John Bates Clark 157-93 (1927). The article 
is criticized at length in Fagan, Recent and Contemporary Theories of Progressive Taxation, 
46 J. Pol. Econ. 457, 475-80 (1938). It does not appear that Fisher’s method, whatever the 
empirical difficulties, escapes from the difficulties entailed in making the basic assumptions 
which appear to be required for any money utility analysis. See text, section 12 infra. Cf. 
Robbins, An Essay on the Nature and Significance of Economic Science, 141 n. 1 (2d ed., 1935). 
Pigou gives the Fisher method a nod of approval in A Study in Public Finance 92 (3d rev. ed., 
1951). One attempt to apply the Fisher method is found in Frisch, New Methods of Measuring 
Marginal Utility (1932). Fagan also criticizes Frisch, supra this note at 480-85. Confidence in 
the ability of future empiricists to find the utility curve has been expressed recently in Prein- 
reich, The Theory of Progressive Taxation, 25 Taxes 742 (1947). 

The other approach is that of Cohen-Stuart, who in effect attempted to estimate the margin 
of error involved in basing a progressive tax on a utility curve in the shape of a rectangular 
hyperbola. He posited two curves, one with a steep slope and the other with a mild slope, 
such that it seemed probable to him that the true curve would fall somewhere between these 
two extremes. He then computed the tax rates under the three curves under the proportionate 
sacrifice formula and showed that the deviation of the rates based on the rectangular hyper- 
bola from the rates based on the other two curves was considerably less than the deviations 
between the curves themselves. He concluded that the chance of error in the rates, if a rec- 
tangular hyperbola is taken as the utility curve for money, is not disturbing. Cohen-Stuart, 
A Contribution to the Theory of the Progressive Income Tax (1889) (Ms. trans., Te Velde, 
University of Chicago Libraries, 1936) 192 et seq. 


35 Bentham is the ultimate forbearer of the minimum sacrifice theory. Sidgwick, in a sig- 
nificant discussion, points out that the prima facie case for greater economic equality on 
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principle that law should be designed to bring about the greatest good for 
the greatest number, or more precisely, the greatest quantity of total 
satisfaction.’* In taxation this would require taxing so as to keep to a 
minimum the aggregate sacrifice imposed on the community as a whole. 

It might at first impression be thought that the two sacrifice principles, 
although based on different theories, would always yield the same result; 
that is, that equality of sacrifice would always result in minimum sacrifice. 
And in fact in a passage which his followers have ever since been busy 
explaining, Mill seems to have so concluded. “Whatever sacrifices it [a 
government] requires from them,” he said, “should be made to bear as 
nearly as possible with the same pressure upon all, which, it must be ob- 
served, is the mode by which least sacrifice is occasioned on the whole.” 




































utilitarian grounds follows from two propositions of Bentham: that increased wealth brings 
increased satisfaction and that increases in wealth increase satisfactions in a declining ratio. 
Sidgwick discusses these propositions in connection with the optimum distribution of wealth 
but concludes that it is unwise for the society to attempt to redistribute wealth. Hence he 
did not favor using taxation as a means to greater equality. Sidgwick, Principles of Political 
Economy 518-33, 566-71 (2d ed., 1887). 

In his essay, The Ethical Basis of Distribution and Its Application to Taxation, 6 Annals 
79-99 (1895), Carver examines the justice of the distribution of economic goods with a view 
to determining justice in taxation, and in so doing makes the first explicit statement of the 
minimum sacrifice principle. The principle is elaborated by him in a second essay, The Mini- 
mum Sacrifice Theory of Taxation, 19 Pol. Sci. Q. 66 (1904). 

Edgeworth restates and refines the principle rigorously in two essays, The Pure Theory 
of Taxation, written in 1897, and Minimum Sacrifice versus Equal Sacrifice, written in 1910. 
II Papers Relating to Political Economy 63, 100-125, 234 (1925). 

The final elaboration of the principle is made by Pigou. The latest statement of his 
position is found in A Study in Public Finance (3d rev. ed., 1951). 

The role of Mill in the development of the principle is odd indeed. See notes 127-28 infra. 

Undoubtedly the development of marginal utility analysis by Jevons was an almost in- 
dispensable step for the explicit statement of minimum sacrifice as a principle of taxation. 


«6 “The popular, as compared with the exact, formula has only one disadvantage; that it is 
nonsense.” II Edgeworth, Papers Relating to Political Economy 241 (1925). 


"7 Mill, Principles of Political Economy 804 (Ashley’s ed., 1923). Virtually all discussions 
of sacrifice theory start with this passage from Mill. It seems likely that this is the first refer- 
ence to equal sacrifice as a principle of taxation. But it has also served as a starting point for 
discussions of minimum sacrifice. Although Mill appears nominally to espouse both the prin- 
ciple of equal sacrifice and the principle of minimum sacrifice, he can scarcely be charged with 
adhering to either principle as subsequently developed since he refused to rely on notions 
of the declining utility of money. 

There are some suggestions prior to Mill that taxation ought to take into account the 
probability that money has declining utility. The position of Adam Smith is at least as ambigu- 
ous as that of Mill. While he said ‘‘the subjects of every state ought to contribute toward the 
support of government, as nearly as possible in proportion to their respective abilities, that is, 
in proportion to the revenue which they respectively enjoy under the protection of the state,” 
Smith, IV Wealth of Nations c. 2 (1776); he also stated: “‘It is not very unreasonable that the 
rich should contribute to the public expense, not only in proportion to their revenue, but some- 
thing more in proportion.” V Wealth of Nations c. 2, pt. 2 (1776). Say, in his work on political 
economy written in 1803, argues that “‘if it be desired to tax individual income, in such manner 
as to press lighter in proportion as that income approaches to the confines of bare necessity, 
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To this day there remains a nice question as to just what Mill himself may 
have meant,”* but there is no question that if the utility of money de- 
clines at all, equal sacrifice and minimum sacrifice always yield different 
results. 

Assuming a dollar is worth less to the man with the larger income than 
to the man with the smaller income, a dollar taken from the former will 
involve less sacrifice than one taken from the latter. If the state were to 
take only two dollars in all, the minimum sacrifice formula would require 
that both dollars be taken from the man with the larger income. This 
necessarily follows since after the first dollar is taken from the wealthier 
man, his income will still be larger than that of the other; therefore, taking 
the second dollar from him will occasion less sacrifice than taking a dollar 
from the less wealthy man.”® The logic of this simple example would seem 
to extend to taking the third, the fourth and even the ten thousandth 
dollar in tax all from the wealthier man so long as he still remained the 
wealthier of the two men.** In the words of Pigou, the system if fully 
carried out would require 
lopping off the tops of all incomes above the minimum income and leaving everybody, 
after taxation, with equal incomes. If the amount of revenue required is not enough 
to absorb the whole of the surpluses above the minimum .. . the logical procedure 
would be first to take for the government’s needs the tops of the highest incomes, and 
then to continue taxing middle grade incomes and giving bounties from the proceeds 


taxation must not only be equitably apportioned, but must press on revenue with progressive 
gravity.” Quoted in Bullock, Selected Readings in Public Finance 235 (2d ed., 1920). It is 
Say’s remarks which moved McCulloch to his burst of eloquence against progressive taxes. 
See note 115 supra. 


138 An amusing study could be written on the many efforts of those who came after Mill 
to save him from error in this passage. Our contribution to this tradition runs as follows: 
Mill did not make the error he is usually accused of making; that is, that the equal sacrifice 
and the minimum sacrifice principles always give the same results. He could not have made 
this error since in this same passage he found the declining utility of money to be ‘‘too dis- 
putable altogether.” This error cannot arise unless one assumes that money has declining 
utility. Nor is his conclusion about “least sacrifice on the whole” nonsense without such an 
assumption. It is true that if money has constant utility, the loss of utility to the person 
overtaxed will be exactly offset by the gain in utility to the person undertaxed. But Mill’s 
remark, we believe, was not concerned with the utility of money but with a common sense 
notion about men’s reaction to recognized injustice. In this sense it would be generally agreed 
that the ‘‘evil” of being a victim of injustice is greater than the corresponding ‘‘good”’ of being 
even an innocent beneficiary of it. 

29 Carver, The Minimum Sacrifice Theory of Taxation, 19 Pol. Sci. Q. 66, 73 (1903). 


43° Or, as it is often put, until the sacrifices at the margin for the two men are equated. 
Hence, minimum sacrifice is frequently called equi-marginal sacrifice. It is sometimes sug- 
gested that such equi-marginal sacrifice is simply a third form of equality of sacrifice. See 
Dalton, Principles of Public Finance c. IX (15th ed., 1946). This was Edgeworth’s device for 
saving Mill. Edgeworth, II Papers Relating to Political Economy 237 (1925). But equi-margin- 
al sacrifice simply makes no sense as a principle of equalizing sacrifice among individuals. 
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to the smallest incomes till a dead level of equality is attained. If this latter pro- 
cedure is ruled out and we are only allowed to impose taxes up to the amount of the 
revenue required for the government’s needs, this revenue should be collected ex- 
clusively from the highest incomes, these being all reduced in the process to the level 
of the highest untaxed income."** 


The proponent of minimum sacrifice does not stop here for long. As 
Edgeworth put it, “[t]he acme of socialism is thus for a moment sighted; 
but it is immediately clouded over by doubts and reservations.’”™* The 
doubts and reservations of course arise from the unquestionable impact 
such 100% marginal tax rates would have on productivity, and the loss of 
satisfactions that such lower production would entail. To keep the com- 
munity sacrifice at a minimum, it is necessary to balance the disadvantage 
of lower productivity against the advantage of taxing away only dollars 
with the lowest utility.**3 In any practical application, minimum sacrifice 
must fall short of the 100% rates it at first appears to dictate. But giving 
due recognition to any conceivable assumptions about impairment of in- 
centives, the minimum sacrifice formula, along with a decline in the utility 
curve, will dictate some degree of progression. 

From one point of view minimum sacrifice would appear to state the 
strongest case for progression on sacrifice grounds. One weakness of the 
equal sacrifice criterion, and to some extent even the proportionate sacri- 
fice criterion, is that not all declining utility curves result in progression; 
something more about the steepness of the curve must be known. In con- 
trast, minimum sacrifice necessarily gives some progression if the money 
utility curve declines at all. It requires no knowledge of the utility curve 
other than that it declines and thus reduces by one the number of steps 
required to reach progression. It is this economy of minimum sacrifice 
theory which particularly caught the fancy of Edgeworth. Only minimum 
sacrifice, he urged, “in trumpet tones proclaims that the rate of taxation 
ought to be progressive.””*4 


13" Pigou, A Study in Public Finance 57-58 (3d rev. ed., 1951). 
*” TI Edgeworth, Papers Relating to Political Economy 104 (1925). 


33 Carver, The Ethical Basis of Distribution and Its Application to Taxation, 6 Annals 
94-97 (1895). The disadvantages are those outlined in the text, section 5(c) supra. 


34 IT Papers Relating to Political Economy 240 (1925). Edgeworth became quite enthusi- 
astic over this economy of assumptions. In replying to Weston, who had criticized minimum 
sacrifice on the ground that it assumed no exact relationship between utility and money, 
Edgeworth wryly remarked: ‘‘This is the first time that the parsimony of assumptions has 
been made a reproach to a mathematical argument. After Clerk Maxwell had shown that the 
observed laws of pressure and so forth were accounted for by the hypothesis that a gas con- 
sisted of an indefinite number of perfectly elastic minute spheres encountering each other in a 
molecular chaos . . . was it any imperfection to show that muzh the same conclusion was de- 
ducible even without assuming the sphericity of the molecules?” Ibid., at 239. 
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While it may be true that if the utility of money declines, minimum 
sacrifice does give certain progression, it is no better guide than propor- 
tionate sacrifice in giving certainty as to the rates. The rate pattern dic- 
tated under the proportionate sacrifice formula depends directly on the 
steepness of the curve. On first approximation minimum sacrifice 
seems to be free of this source of uncertainty; whatever the slope of the 
curve the theory would proceed by bringing top level incomes down to the 
next level and so on until the requisite revenue has been raised. But this 
certainty is illusory. As noted above, the actual tax rates will depend on 
estimates of the impact of the rates on incentives, and accordingly an al- 
most complete unknown is introduced into the equation. 

And there is a further source of uncertainty as to rates. The conclusion 
that minimum sacrifice, impairment of productivity aside, would require 
cutting off the peaks in sequence until the necessary revenue had been 
raised conceals a questionable assumption. The assumption is that the 
utility of the last dollar taken in taxes is independent of the total dollars 
the taxpayer had before taxes. It may be true that to take $2 from a man 
with $5,002 and to take none from a man with $5,000 entails less total 
sacrifice than taking $1 from each; but surely it is highly debatable that 
this is true if in the example the richer man had an income of $10,000, had 
grown accustomed to this standard of living, and for the first time $4,998 
in taxes had just been taken from him. The utility curve purports to de- 
scribe primarily the value of marginal or last dollars to men with different 
amounts of money. It states the value of the 5,oooth dollar to a man with 
$5,000 and the value of the 10,oooth dollar to a man with $10,000. But it 
does not state the value of the 5,oooth dollar to the man accustomed to 
$10,000."5 It would seem not a little arbitrary for sacrifice theory to ignore 
this additional variable of differential human conditioning, and if it does 


135 “This objection, however, could only apply at the time when the tax was first imposed. 
At such a time it would doubtless be true that the five thousandth dollar taken from a man 
with an income of ten thousand would occasion him a greater sacrifice than the taking of the 
first dollar from an income of five thousand dollars would occasion its owner. But the reasons 
for this are twofold. In the first place, by taxing the first man so heavily the state would be 
depriving him of so many things which he was accustomed to enjoying that by the time the five 
thousandth dollar was reached, the taking of each particular dollar would be keenly felt. 
The last dollar of his remaining income would represent a greater utility to him than would 
the last dollar of the five thousand dollar income to its owner. In the second place, by taxing 
the second man so lightly as compared with his present taxes, the state would be allowing him 
to consume some things to which he had not become accustomed. The taking of the par- 
ticular dollar in question would not involve a very high sacrifice, for the reason that it would 
deprive him only of some enjoyment which had not yet entered into his standard of living. 
But both these reasons would disappear after the new tax had been in operation for a genera- 
tion, or long enough to bring the standards of living of the two men to the same level.” Carver, 
The Minimum Sacrifice Theory of Taxation, 19 Pol. Sci. Q. 66, 74-75 (1903). Pigou takes the 
same position in A Study in Public Finance 90 (3d rev. ed., 1951). 
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recognize it, it places “the minimum-sacrifice legislator under the unfor- 
tunate disability of not knowing where to start.’ 

It is now time to back up and examine the initial assumption of the 
minimum sacrifice theory—that it is the proper function of the state to 
legislate in all areas, and particularly in matters of taxation, so as to keep 
the sacrifice imposed on the community as a whole to a minimum. To 
some minds, such as Henry Simons,”’ this assumption was the outstand- 
ing absurdity of the theory, while to others, such as Edgeworth and 
Pigou,”* this adaptation of the utilitarian principle was the single strong- 
est aspect of the minimum sacrifice theory. As a general principle for 
political decision the minimum sacrifice principle certainly contains some 
insight into the problem of resolving conflicting individual and group in- 
terests. Broadly viewed, it is simply a variant formulation of the quest for 
the common good or the common welfare. But insofar as the principle has 
suggested some degree of scientific precision in handling such issues, it has 
been subjected to serious criticism and is hardly fashionable today. The 
crux of the criticism has been that it reduces ethics and political science to 
accounting and that it does not discriminate sufficiently as to the quality 
of desires or satisfactions. 

It may be that taxation lends itself more readily to the kind of quantifi- 
cation the utilitarian principle seems to require, but here the principle 
must compete at least with equality of sacrifice, particularly proportion- 
ate sacrifice. In order to choose between the two principles a further con- 
sideration must be noted. If we are not seeking through taxation directly 
to alter the existing distribution of income but simply to allocate a neces- 
sary burden, the principle of minimum sacrifice has little appeal. So long 
as the discussion is confined to how best to share a burden, the principle 
seems not a little absurd. At least where two men are both above the 
subsistence level, it is strange indeed to have them share a common burden 


136 Simons, Personal Income Taxation 8 (1938). There does not seem to be a comparable 
difficulty under the proportionate sacrifice standard since the objective is to come as close as 
possible to reducing each man’s standard of living in the same proportion. 


"37 In an elaborate parable Simons posits a world in which individuals are of two classes in 
terms of their capacity for pleasure. He then asks whether anyone would follow the utilitarian 
principle and favor taking less away from those who are already blessed with a greater 
capacity for pleasure. Simons, Personal Income Taxation 12-14 (1938). 


138 TT Edgeworth, Papers Relating to Political Economy 117, 131 (1925). Pigou has an 
interesting discussion of the priority of minimum sacrifice over equal sacrifice as a principle 
of tax justice. ‘‘So far as political theory is concerned, maximum aggregate welfare is every- 
where accepted as the right goal of government. . . . In the special field of taxation this general 
principle is identical with the principle of least sacrifice. Its validity appears to me to be given 
directly in intuition.” Pigou, A Study in Public Finance 43 et seq. (3d rev. ed., 1951). 


w @Qaeareyzevuus £ 


aw 


g 
I 
I 
} 





1952] THE UNEASY CASE FOR PROGRESSIVE TAXATION 471 


by putting all of it on the wealthier man. Moreover, if it is assumed for the 
moment that the utility of money is constant, any method whatsoever of 
allocating the tax burden would be equally congenial to the minimum 
sacrifice principle. 

But this is, of course, unfair to the doctrine. Minimum sacrifice neces- 
sarily challenges the existing distribution of satisfactions, and hence of 
income or wealth, and in this challenge lies the source of its greatest ap- 
peal. In defense of the minimum sacrifice principle Pigou asserts that 
people’s economic well-being depends on the whole system of law, including the laws 
of property, contract and bequest, and not merely upon the law about taxes. To 
hold that the law about taxes ought to affect different people’s satisfactions equally, 
while allowing that the rest of the legal system may properly affect them very un- 
equally, seems not a little arbitrary."s9 
The appeal of minimum sacrifice in these terms is that it commands the 
state through its laws, including its tax law, to control the distribution of 
wealth and income so as to maximize satisfactions.**° 

On this interpretation the case for progression on minimum sacrifice 
grounds merges with the case for progression on the explicit ground of 
mitigating existing inequalities of wealth or income. The reduction of eco- 
nomic inequality has been one of the principal justifications for progres- 
sion and will be discussed in detail later. It is sufficient for present pur- 
poses to raise a question whether the minimum sacrifice notion has any 
persuasiveness independently of the frank case for greater economic equal- 
ity or whether it is merely a circumlocution for a more obvious position." 
It may be useful to remember that minimum sacrifice commands greater 
economic equality only so long as it is assumed that the utility of money 
declines. Would any one who favors progressive taxation on minimum sac- 
rifice grounds not continue to do so on equalitarian grounds if he came to 
believe that the utility of money was constant?” 


139 Pigou, A Study in Public Finance 44 (3d rev. ed., 1951). 


14° It is somewhat ironic that minimum sacrifice should begin as an explicit theory of 
economic equality and then somewhat lose this directness as it becomes a mathematical 
tax theory concerned with equi-marginal sacrifice. See note 125 supra. One possible explanation 
for this divorce is that once minimum sacrifice was conceived to be a tax formula, the revenue 
goal to which it was to be applied was taken as determined apart from equalitarian considera- 
tions. Thus the formula lost its explicit concern with lessening economic inequalities. 


14 “Tf there is any cogency in these remarks, one may conclude that the case for equality 
(for less inequality) is enormously stronger than any utility foundation on which it can be 
rested. . . .” Simons, Personal Income Taxation 14 (1938). 

14 A similar line of argument is used by Chapman in an effort to cast doubt on the validity 
of the proportionate sacrifice formula. Chapman’s formulation also raises the interesting 
question of whether it is appropriate to prove a reductio ad absurdum by assuming a miracle. 
Chapman, The Utility of Income and Progressive Taxation, 23 Econ. J. 25, 34 (1913). 
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12. 


The analysis of sacrifice doctrine has proceeded by accepting uncriti- 
cally the basic assumptions underlying it in order to examine how con- 
vincing a case for progression can then be made out. Perhaps enough has 
already been said to indicate that at best the case is not very persuasive. 
But however modest that case is, it tends to dissolve altogether when the 
basic assumptions themselves are scrutinized. 

The pivotal assumptions can now be restated: (1) units of money can be 
meaningfully translated into units of utility or satisfaction; (2) in general 
the relation between utility and money for an individual man is such that 
a curve for the utility of his money will have a declining slope; (3) and, 
finally, such a curve will be approximately the same for all men. 

However hesitant the proponents of sacrifice theory have been about 
the slope of the utility curve, by and large they have had no doubts that 
the curve does decline.** If two men are compared, one having an income 
of $1,000 and the other an income of $100,000, it does not seem very dif- 
ficult to conclude that the utility of the last dollar to the wealthier man is 
less than the utility of the last dollar to the other.’** And this, it is to be 
noted, is all that is required to hold that money has some declining utility. 
The conclusion in this example seems intuitively correct. If through intro- 
spection we imagine ourselves in the two positions we are likely to feel 


that the loss of a dollar at the $1,000 level would be quite a different 
matter than its loss at the $100,000 level. 

This conclusion seems corroborated by several other considerations. 
First it seems to follow from the assumption that a man tries to dispose of 
his income in a way that maximizes the satisfactions which he can get 
from it. That is, he arranges to satisfy his most important needs first, and 
so on down the line. As Lerner puts it: 


From this it follows that if income were greater the additional things that would be 
bought with the increment of income would be things that are rejected when income 
is smaller because they give less satisfaction; and if income were greater still, even 
less satisfactory things would be bought." 


43 Confidence on this point has even extended to the field of tort liability. See James, Acci- 
dent Liability Reconsidered: The Impact of Liability Insurance, 57 Yale L.J. 549, sson. 1(c) 
(1948), in which the author finds support for a ‘“‘wide and regular distribution of losses” by 
recourse to the declining utility of money. Cf. a note in Marshall, Principles of Economics 
135 (8th ed., 1925), making the same point about insurance and also suggesting that the declin- 
ing utility of money may be invoked as an argument against gambling. 


+44 This is not a new insight. Plehn quotes the Indian sage Manu as having made the point 
somewhere between 1200 and 1500 B.c. Plehn, Introduction to Public Finance 4 (5th ed., 1926). 


148 Lerner, The Economics of Control 26 (1944). 
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And, conversely, if the income were smaller the last items bought with the 
lesser income would give greater satisfaction than the items bought with 
the corresponding last dollars of the present larger income. 

Additional confirmation appears to be offered by the impression that if 
expenditures were examined empirically it would be found that persons on 
the average tend to have the same general sequence of expenditures as 
their total incomes increase. That is, the average man buys milk before 
caviar. 

Finally there is the observation that at a very low level of income men 
seem to be willing to exert great effort to earn an added dollar while at 
high levels of income they appear to be less willing to increase their effort 
to earn an added dollar. It thus seems that as men have larger amounts of 
income they value additional amounts of money less.” 

But despite its initial plausibility, there are formidable objections to 
the conclusion. To begin with, it is necessary in comparing the value of 
money to two men with different incomes to make explicit whether one of 
them is below the minimum subsistence level or whether both of them are 
above it. To make a case for progression over and above that which accom- 
panies the exemption of subsistence income it must be shown that the 
value of money declines for incomes above the exemption level. It is not 
enough to argue that taking a dollar from a man with less than sub- 
sistence income entails more sacrifice than taking a dollar from a man with 
a very large income. 

In further analyzing the question whether money has a declining utility 
it is also important to put to one side all analogies to the observation that 
particular commodities have a declining utility to their users."4” There is 
no need here to enter into the debate whether it is useful or necessary, in 


146 It might seem that additional light on how men value money can be gained by observing 
their practices in giving to charity. If it is found that the giving is proportionate with income, 
this might be some evidence against the notion that money is thought to have a declining 
utility. A finding that giving is progressive with income would be ambiguous. Voluntary 
giving is itself a form of consumption. 

A very rough and informal check into the matter indicated that among persons experienced 
in raising money for charities, defined broadly, there was no agreement on the criterion for 
measuring generosity. On the whole it was agreed that giving today is at best proportionate 
with income, and probably not even that. There is, however, the ambiguity that a scale of 
gifts proportionate with income before taxes would be progressive with income after taxes. 


147 See Kendrick, The Ability-to-Pay Theory of Taxation, 29 Amer. Econ. Rev. 92 (1939); 
Adams, The Science of Finance 348 (1898). The fact that money can be saved as well as spent 
should eliminate the possibility of limiting the utility of money to the range of current con- 
sumption. Unlike current consumption there is an indefiniteness about savings. Savings may 
be viewed as indeterminate future consumption, and this in itself casts doubt on whether 
the utility of dollars which are saved can be said to decline. 
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economic theory, to assume that commodities have a declining utility. 
Money is infinitely versatile. And even if all the things money can buy are 
subject to a law of diminishing utility, it does not follow that money 
itself is. 

The attempt to buttress the conviction about the declining utility of 
money by reference to effort at varying income levels also leads nowhere in 
the end. It would be generally agreed that the more direct way of testing 
the utility of money is to assume that the acquisition of it was effortless 
and to look only to the satisfactions which come from having it. Neverthe- 
less, in the absence of more direct means of getting at the question, obser- 
vations about effort may be circumstantial evidence as to the nature of the 
money utility curve. The argument that the curve declines asserts that 
men are less willing to work for an additional dollar the more money they 
have; it seeks to explain this on the grounds that they must therefore value 
additional dollars less the more money they have. But this explanation 
presents several difficulties. First, the facts are hard to come by. If willing- 
ness to work more is being measured solely by the time devoted to work, it 
does not seem to check with common observation to contend that the 
lower income groups work more hours per day. For one reason or another 
men in our society at all levels of the income scale seem to work roughly 
the same amount. If willingness to work more is being measured not by 
time alone but by the intensity of effort during a given time, there is sim- 
ply no basis for making comparisons. If conjecture is in order, it would 
seem that those with higher incomes and more responsible jobs work more 
intensively as their responsibilities and incomes increase. Second, the argu- 
ment must assume that the leisure preferences of all men are approxi- 
mately alike; that is, it assumes that independently of money they value 
additional leisure the same way. If this were not so, leisure could not fur- 
nish a way of “pricing” money. But this is surely a case of the blind lead- 
ing the blind, since we know even less about the leisure curve than we do 
about the money utility curve. And if one had to guess, the better guess 
would seem to be that men’s taste for leisure varies more than their taste 
for money since leisure, somewhat like a particular commodity, is less 
versatile than money. Third, the data are complicated by the possibility 
that for some men work has become a form of recreation, a way of spend- 
ing leisure; and, it might be added, for some men spending leisure 
is more onerous than working. Finally, the value of leisure must 
frequently be affected by the amount of money one has and hence by the 
capacity to realize various forms of leisure, such as travel. The disinclina- 
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tion to work as income increased might then indicate not that a man 
valued money less but that he valued his now realizable leisure more.'* 

Despite the force of the above considerations it nevertheless would still 
seem likely that all men do use their incomes so as to maximize their satis- 
factions. And this seems to hold even after it is recognized that money has 
infinite versatility. If men do allocate their incomes so as to satisfy their 
most important wants first, must it be concluded that each addition to 
their income satisfies a less important want and therefore must have a 
decreased value to them? 

The proposition that men use an increase in income to satisfy a want 
which they were previously unwilling to satisfy is stated too baldly. The 
usual statement implies that when a man’s income is increased he con- 
tinues to spend his original income as before and simply adds new items 
of expenditure as a result of the addition to income. It implies therefore 
that each man goes through life with a hierarchy of wants which are 
ranked independently of his income and that as his income increases he 
simply progressively satisfies these wants, thus always moving to satisfy 
less important ones. But this view oversimplifies the facts. Although it is 
agreed that at any income level a man disposes of his income so as to 
maximize his satisfactions, the process of doing so is not so crudely cumu- 
lative. The man who at a relatively low income buys and enjoys a second- 


hand car usually does not, when his income increases, merely add a new 
car to his possessions and also continue to hold and enjoy the second-hand 
car as before.'*® He reviews de novo his total wants in the light of his new 


148 Chapman, The Utility of Income and Progressive Taxation, 23 Econ J. 25, 31 (1913). 
His essay is an interesting criticism of the meaningfulness of a utility curve for money, although 
he ultimately favors progression on other grounds. See text, section 13 infra. 

It has been suggested that all men ought to be taxed so that they in effect work the same 
total number of hours for the state. At least as far as earned income is concerned this suggestion 
would result in a proportionate tax. One popular complaint, at least among the rich, about 
high progressive rates is that the bulk of their working time is spent working for the state. 

Those interested in collecting all the theories ever advanced in behalf of progression might 
note: Godard, Graduated Taxation, 5 Econ. Rev. 39 (1895), where the author argued that 
the true standard of equality of sacrifice is “sacrifice of energy involving equal tension in its 
expenditure.’’ Ibid., at 44. Cf. Walker, The Bases of Taxation, 3 Pol. Sci. Q. 1 (1888), where the 
author argued that a tax on income penalized those who had made the best use of their abilities 
while relieving the indolent. He proposed, therefore, the native or acquired capacity to earn in- 
come rather than the actual income earned as the proper base for taxation. 

149 ‘*The mere fact that, when I have £200 a year, I buy six imitation Chippendale chairs, 
rather than a single genuine one which costs as much as the other six put together, proves that 
I prefer the six imitations to the one original chair when I have an income of £200 a year. 
But it does not prove that, when I have the larger income and have bought the costly chair, 
and compare my enjoyment of it under the new income conditions with my enjoyment of the 
six cheap chairs under the old income conditions—that then I must judge the former enjoy- 
ment to have been greater than the latter.”” Chapman, The Utility of Income and Progressive 
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total income. The process of maximizing his satisfactions from a given 
amount of income is the process of selecting uses of income so as to strike a 
balance or harmony among them. It is not plausible that the most impor- 
tant wants of a man with a $5,000 income remain his most important 
wants when he has an income of $25,000. As his income changes his way 
of life changes. He becomes in effect a man with a different hierarchy of 
wants and values. In the end, all that can be told from the data is that 
when a man has $5,000 he prefers most the uses he then makes of his in- 
come and that when he has $25,000 he again prefers most the uses he 
makes of his income.*’° 

If there is any doubt left about the futility of attempting to derive a 
utility curve from the premise that men always try to maximize their satis- 
factions from any given amount of money, that doubt surely disappears 
when the next step is considered. To fit the demands of sacrifice theory the 
utility curve must be a curve not for a particular man but for men in gen- 
eral. By an examination of the sequence in which each man satisfies his 
wants it is not possible to make the necessary interpersonal comparisons. 
In a forceful passage Lionel Robbins underscores this objection. After 
noting that the order of an individual’s preferences has made it possible 
to construct a theory of exchange, which explains relative prices, he con- 
tinues: 
But it is one thing to assume that scales can be drawn up showing the order in 
which an individual will prefer a series of alternatives, and to compare the arrange- 
ment of one such individual scale with another. It is quite a different thing to assume 
that behind such arrangements lie magnitudes which themselves can be compared. . . . 
Suppose that a difference of opinion were to arise about A’s preferences. Suppose that I 
thought that, at certain prices, he preferred » to m, and you thought that, at the same 
prices, he preferred m to n. It would be easy to settle our differences in a purely scien- 
tific manner. Either we could ask A to tell us. Or, if we refused to believe that intro- 
spection on A’s part was possible, we could expose him to the stimuli in question and 
observe his behavior. . . . But suppose that we differed about the satisfaction derived 
by A from an income of £1,000 and the satisfaction derived by B from an income of 
twice that magnitude. Asking them would provide no solution. Supposing they 
differed. A might urge that he had more satisfaction than B at the margin. While 
B might urge that, on the contrary, he had more satisfaction than A. We do not need 
to be slavish behaviorists to realize that here is no scientific evidence. There is no 
means of testing the magnitude of A’s satisfaction as compared with B’s. . . .** 


Taxation, 23 Econ. J. 25, 32 (1913). See also Cohen-Stuart, A Contribution to the Theory of 
the Progressive Income Tax (1889) (Ms. trans., Te Velde, University of Chicago Libraries, 
1936) 96-98. 

8° This would be equally true as his income declines. 

*s* Robbins, Nature and Significance of Economic Science 138-40 (2d ed., 1935). Stamp 
puts the point less formally: ‘‘{I]t is very difficult for a man to say quantitatively that one boot 
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Thus the only remaining way to establish that money has a declining 
utility is sheer intuition. We may still be confident, despite the above 
analysis, that if we had many times the amount of money we now have 
we would place a lesser value on an additional dollar. The majority of men 
would probably confess to a similar intuition about themselves.” But 
here again the step needed to complete the argument stumbles on the 
problem of interpersonal comparisons. The argument can only proceed on 
the assumption that the money utility curve for yourself, which you derive 
from introspection, also holds true for other men in the society. This 
further hypothesis, which can only be “tested” by intuition, has been 
found to be utterly arbitrary by some. To quote again from Lionel Rob- 
bins, “Introspection does not enable A to measure what is going on in B’s 
mind, nor B to measure what is going on in A’s. There is no way of com- 
paring the satisfactions of different people.’’*** But others have found the 
assumption that all men react in the same way to varying amounts of 
money to be congenial. Pigou observes: 

In the ordinary affairs of life, while recognizing the existence of individual idiosyn- 
crasies, racial differences, differences due to habit and training and so on, we always 
assume that groups of prima facie similar men will be mentally affected by similar 
situations in much the same way; that they will get roughly equal enjoyment from a 
dish of ham and eggs and will suffer a roughly similar sacrifice from surrendering their 
seat in a railway carriage. We expect similar situations to produce similar mental 


effects, and it is only when they seem not to do so that in normal non-philosophic 
moods that we think there is something to explain.*s 


pinches three times as much as the other, even where both are his own, and how much more 
difficult is it for one man to say that his boot pinches ¢wice as much as another’s!’’ Stamp, 
Fundamental! Principles of Taxation 53-54 (1921). 

's? This probably explains why so many persons have thought that progression was ‘‘in- 
stinctively correct.”’ One trouble with acting upon such an intuition is that it is likely to lead to 
a kind of psychological irresponsibility which parallels the political irresponsibility sometimes 
charged to progression. It would not be too surprising to find that the sureness with which the 
declining utility of money is intuitive varies inversely with one’s income. 

+83 Robbins, Nature and Significance of Economic Science 139-40 (2d ed., 1935). The ob- 
jection has been a long standing one. Daniels, Elements of Public Finance 87-88 (1899); 
Chapman, The Utility of Income and Progressive Taxation, 23 Econ. J. 25, 33 (1913). 

84 Pigou, A Study in Public Finance 41-42 (3d rev. ed., 1951). Carver takes the same 
stand: ‘“‘Such an application of the principle involves the assumption that wants are equal, 
which, though obviously not true, approximates more nearly to the truth than any other 
working assumption that could possibly be invented. Since the state must collect a revenue, it 
must have some definite assumption upon which it can proceed. The question is not, therefore, 
whether men’s wants are equal, but whether there is any rule of inequality of wants upon which 
the apportionment of taxes could be made with a nearer approximation to the truth. If there 
be such a rule, it has not yet been discovered. To assume, for example, that the man whose 
income is greater than five thousand has correspondingly greater wants than the man whose 
income is less than five thousand, would be obviously unsafe, because there are even chances 
that the opposite would be true. Where the chances are even on both sides, it is safer to assume 
equality. Of a given number of men of the same age and the same general standard of health 
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If there is no way of deriving a money utility curve other than by intro- 
spection it would seem pretty clear that neither those who concur with 
Robbins nor those who agree with Pigou can be moved from their position 
on this issue." 

Of course if one holds the Robbins’ position about interpersonal com- 
parisons, one is not merely rejecting the notion that money has declining 
utility for all men. Rather one is rejecting once and for all the possibility 
of using sacrifice analysis as a guide to tax policy. If, however, one sees the 
commonality of men as Pigou sees it, it may be well to take a last look at 
the insight which a man gets when he tries to discover by introspection his 
own utility curve for money. He is likely to find he is entering the realm of 
paradox. 

Let him assume that he is reasonably happy at present and then let 
him reflect on how he would feel if his income were to increase enormously. 
If money always has some value then the aggregate increase in the satis- 
factions he anticipates will be very great. But as he reflects more deeply he 
is likely to conclude that such an increase in his income could not produce 
any comparable increase in his total happiness. He might get some cor- 
roboration for this by observing that the very rich are not as much 
happier than the rest as utility theory would appear to dictate. If they are 
not, this might be explained by assuming that money has a dizzily steep 
declining utility, and that it has virtually no utility after a moderate 
amount has been obtained. Or it might be explained by assuming that 
money is a trivial component in the whole that makes for happiness. But 
the first assumption is hard to square with the fact that men continue to 


(by way of illustration) it is obviously untrue to assume that they will all live the same number 
of years, yet it is nearer the truth to assume that than any other definite workable principle. 
Consequently the life-insurance company acts justly when it assumes that they will live the 
same number of years, and apportions their premiums accordingly.’’ Carver, The Minimum 
Sacrifice Theory of Taxation, 19 Pol. Sci. Q. 66, 74-75 (1903). 


188 In many areas the law ignores individual differences and acts on the assumption that men 
are the same. Perhaps the most interesting of these for present purposes arises in connection 
with setting the standard of care for negligence. While there is some uncertainty as to how 
much subjective factors are considered, it is unanimously agreed that to some extent the indi- 
vidual’s exact capacities will be ignored when he fails to act like a reasonable man. The law’s 
abstracting of individual differences is on firmer grounds here than in theorizing about the 
utility of money. First, there is more accessible evidence of the common capacities of the ma- 
jority of men, such as to drive a car in a certain way. Second, unless an absolute liability ap- 
proach is to be adopted, the law must set a standard most men can satisfy and cannot stop for 
an elaborate inquiry into individual capacities in each case. Finally, the law is concerned with 
setting a rule which will affect the conduct of other men, and the theory is that more harm 
will result by. relaxing the standard than by compelling men to act at the peril of not acting 
like reasonable men. The classic statement of the theory is Holmes, The Common Law c. 3 
(1881). See also Seavey, Negligence—Subjective or Objective, 41 Harv, L. Rev. 1 (1927); 
cf. James and Dickinson, Accident Proneness and Accident Law, 63 Harv: L. Rev. 769 (1950). 
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desire more money and that they are willing to work for it. And the second 
assumption relegates money to such an insignificant position that the 
whole question of justice in taxation is deprived of its significance. 

The paradox is an ancient one. Men have long speculated over whether 
the man in the palace is happier than the man in the cottage." On the one 
hand there is no doubt that money is a good and that it is desirable. On the 
other hand it seems that whenever we try to state more precisely its rela- 
tionship to happiness the result approaches an absurdity. The error lies in 
trying to translate money, which can be measured in definite units, into 
corresponding units of satisfaction or well-being. In the end satisfaction 
in the sense of happiness defies quantification.’*’ Utility is a meaningful 
concept; units of utility are not. It is in the face of this difficulty that, 
even waiving all other objections, the whole elaborate analysis of pro- 
gression in terms of sacrifice and utility doctrine finally collapses.** 


186 “‘T think, however, that the sentimental optimism which held that happiness is equally 
distributed between the palace and the cottage—with a preference, if at all, in favour of the 
cottage—has wellnigh vanished before a more careful and impartial study of the facts of social 
existence. At the present day, even those who most warmly assail Political Economy on the 
ground of the exaggerated importance which it attaches to wealth, do not usually go so far as 
to maintain that increase of wealth is not important for the individual and for society so far 
as it can be obtained without any sacrifice of other sources of happiness, It is, indeed, probable 
that there are many rich individuals who would be happier on the whole if they were poorer; 
and, again, that the immediate effect of a sudden and considerable increase in the wealth of cer- 
tain sections of the poorer classes might very likely be a diminution of happiness, on account of 
the increase of pernicious indulgences that it would bring with it. But, making all allowance for 
such partial or transitory exceptions, it remains true that the practical reasonings of the great 
mass of mankind—whether for themselves or for others in whom they areindividually interested 
—proceed on the assumption that it is an advantage to be richer; and, further, that the judg- 
ment of the most highly cultivated, scrupulously moral and sincerely religious persons—as ex- 
pressed in their conduct—does not diverge materially from that of the vulgar in the matter. 
The elite certainly disagree very much with the vulgar as to the real value of particular purchase- 
able commodities; but they do not practically doubt that additional control over purchaseable 
commodities generally is an important gain to an individual who obtains it. A man who chose 
poverty for himself, except for some manifest special and unpurchaseable advantage, or at the 
manifest call of some special duty, would be deemed eccentric: a man who chose it for his wife 
and children would be generally thought to deserve a harsher name.” Sidgwick, The Prin- 
ciples of Political Economy 519-20 (2d ed., 1887). 


*s7 But note Pigou: “We all know that we are happier—enjoying more satisfaction—at one 
time than at another and that some events inflict on us greater sacrifices than others. Whether 
we can properly claim to feel, say, ‘twice’ as happy or suffer ‘twice’ as large a sacrifice of satis- 
faction on some occasions as on others is more doubtful; but that is not required. Different 
satisfactions and sacrifices to the same person are quantitatively comparable.” Pigou, A Study 
in Public Finance 41 (3d rev. ed., 1951). 


+s* It is somewhat amusing to attempt to interpret our present personal income tax rates on 
the hypothesis that they were set in accordance with sacrifice theory. A brief attempt to do 
this is found in Preinreich, The Theory of Progressive Taxation, 25 Taxes 742 (1947). 

As farewell questions about utility curves it might be asked: What do changes in the rate 
pattern of a tax imply about the curve, at least under the equal sacrifice and proportionate 
sacrifice formulas? And what does the split income arrangement, introduced by the Revenue 
Act of 1948, imply about the curve for married persons as contrasted with single individuals? 
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13. 

While sacrifice analysis is less fashionable today than it was a genera- 
tion ago, there is still a popular idea that taxes should be levied in accord- 
ance with the respective abilities of the taxpayers to pay. In fact it is not 
infrequently urged that ability to pay is the cardinal criterion of tax jus- 
tice. Stated this briefly, ability to pay does furnish a slogan with emotive 
appeal to which almost everyone can subscribe. The difficulty, of course, 
is that the key phrase is so ambiguous that the slogan lacks any content. 
But since some attempts employing the terminology of ability to pay have 
been made to establish a case for progression, it is in order to consider 
briefly whether in any of its versions ability to pay adds to the prior 
analysis. 

There is at least one traditional usage of ability to pay which is helpful, 
although not in connection with progression. If the issue is that of select- 
ing an appropriate tax base, it is meaningful to state a preference for one 
base as against another on the grounds of ability to pay."** Much of the 
long fight over establishing income as the tax base was couched in these 
terms; income, it was urged, is the best test of the ability of the taxpayer 
to pay taxes. This is simply a way of saying that a tax on income is better 
than a tax on any less inclusive base, such as property or particular items 
of consumption, inasmuch as it is a better index of the dollars accessible 
for taxes. 

Such a limited meaning for ability, once the base has been decided upon, 
tells nothing about the relative capacities of taxpayers. To get progression 
under an income tax out of notions of ability to pay requires the thesis 
that ability increases more rapidly than income. Many of the supporters 
of this thesis turn out, upon scrutiny, to have been talking obliquely about 
sacrifice. Tax ability is the ability to bear a burden, that is, to tolerate a 
sacrifice. Obviously this line of analysis permits the conclusion that a tax- 
payer with twice the income of another, above the minimum subsistence 
level, has at least twice the ability to bear the burden of taxes. But to 
argue that he has more than twice the ability, as progression would re- 
quire, is to argue that he feels the sacrifice less per dollar. Ability then is 
but a less lucid way of approaching money as having declining utility. In 
this sense ability to pay is the inverse of sacrifice or utility. 

Some writers, conscious of this confusion, have explicitly given ability 
to pay a meaning which is at least in part independent of sacrifice. One 
endeavor has been to shift from the sacrifice involved in giving up income 


«9 Buehler, Ability to Pay, 1 Tax Law Rev. 243 (1946). 
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to the “faculty” or ease of earning it. The leading analysis of this type was 
that offered by Professor Seligman who, after distinguishing between ac- 
quisition and consumption of income, went on to say: 

it is evident that the possession of large fortunes or large incomes in itself affords the 
possessor a decided advantage in augmenting his possessions. The facility of increasing 
production frequently grows in more than arithmetical proportion. A rich man may 
be said to be subject to a certain sense to a law of increasing returns. The more he 
has, the easier it is for him to acquire still more. . . . While the native power of pro- 
duction . . . remains as before, this “acquired power” has greatly augmented. Hence 
from the point of view of production faculty may be said to increase more rapidly 
than fortune or income. This element of taxable capacity would hence not illogically 
result in a more than proportionate rate of taxation. 


It is especially noteworthy that Seligman found in this the only satisfac- 
tory justification for progression, and that he came to it only after an ex- 
haustive study of the literature. 

There are one or two difficulties with this faculty approach. It does not 
purport to cover by far the largest class of income, that from rendering 
services. Nor would any extension of it to such “earned”’ income be fea- 
sible. It is true that it is easier for a man who is paid $10 per hour to earn a 
dollar than it is for the man who is paid $1 per hour. But this relationship 
is fully reflected in a proportionate tax. Thus the faculty approach at best 


would not support a general income tax that was progressive. There may 
be some sense in distinguishing between the cost of acquiring all ‘‘earned”’ 
income on the one hand and all income from investments or capital on the 
other, and this distinction frequently has been strongly urged as a reason 
for taxing these two classes of income at different rates.“* Whatever the 


160 Seligman, Progressive Taxation in Theory and Practice 291-92 (2d rev. ed., 1908). The 
Seligman version of faculty was composed not only of the ease of acquiring money, but also re- 
tained the orthodox notion of the sacrifice of parting with money in taxes. This is especially 
noteworthy because Seligman explicitly rejected orthodox sacrifice theory, standing alone, as 
being too uncertain and unscientific. The Seligman combination moved Edgeworth to remark: 
“It was a master-stroke of practical wisdom to include the distributional, as well as the produc- 
tional, criterion of taxation under the category of ‘faculty,’ which has the appearance of being 
more definite than the summum genus utility. . . . To one who believes in the double nature of 
the fiscal summum bonum the happy ambiguity of the proposed canon renders it all the more 
acceptable. It has a Parliamentary sound. It is like the celebrated resolution of the House of 
Commons declaring the throne vacant after the flight of James II; in which, Macaulay says, 
‘There was a phrase for every subdivision of the majority. The one beauty of the resolution 
was its inconsistency.’ ’’ II Edgeworth, Papers Relating to Political Economy 241-42 (1925). 

*6: In fairness to Seligman it should be noted that he never found that there was more than 


a very modest balance of considerations favoring progression. This may also have some rele- 
vance for his influence in keeping progression respectable. See note 176 infra. 


*@ Differentiation between ‘‘earned” and ‘‘unearned” income has long been a major item 
of controversy in the income tax, especially in England. For many years in England the issue 
of differentiation was much more prominent than the issue of progression. See generally 
U.S. Treas. Dep’t Study, The Tax Treatment of Earned Income (1947). 
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merits of such differentiation, it does not result in progression unless one 
makes the odd assumption that the “unearned” income portion of total 
income becomes an increasingly larger component of total income as total 
income increases."* In any event if differentiation is the objective there 
would be no excuse for not attempting to separate directly the two 
classes of income. 

Tt remains to ask whether the Seligman theory does justify applying 
progressive rates to “unearned” incomes of varying amounts. Consider 
first the case in which two investors have the same amount of capital but 
secure different rates of return. Presumably there would be no justification 
here for taxing the larger return at a higher rate of tax. The larger return 
reflects either compensation for assuming a greater risk or a reward for 
superior judgment or the result of luck. Next consider two investors with 
different amounts of capital who secure the same rate of return. The 
equivalence of the rate of return would seem to be sufficient evidence that, 
all other things being equal, the earning faculty of capital does not in- 
crease as capital increases. Finally consider the case in which two inves- 
tors have different amounts of capital and in which the wealthier secures a 
higher rate of return. This must be the case from which Seligman was gen- 
eralizing and, if so, it would seem a gross error to treat this as the typical 
case. But, confining attention to this limited case, it does not afford any 
more justification for taxing the higher return at a higher rate of tax than 
did the first case. Once again the difference in rates of return is readily 
explainable in terms of a differential in risk, judgment, or luck. Even if 
there is another explanation, and it is difficult to think of one, it surely 
would be exceedingly arbitrary to rely solely on it in allocating the tax 
burden.” 

Another way of giving content to ability to pay was suggested by the 


%63 There are many variations on this formula as a means of justifying progression. The 
general formula is: x is the component of income which is taken to be the correct base for the 
tax; x cannot be isolated conveniently; but it is believed to increase more rapidly than income. 
Therefore a progressive tax on income is a good approximation of the ideally correct tax. 


64 The view that money makes money in Seligman’s sense has been taken seriously. ‘‘In 
terms of our actual world, the possession of wealth or the receipt of income is itself an evi- 
dence of faculty or power not only to pay taxes out of one’s income but also to earn additional 
income. Money earns money. The first thousand dollars ‘comes the hardest.’ He who has a 
bank account has three hands: his right hand, his left hand, and his bank account.” Groves, 
Financing Government 39 (rev. ed., 1946). Fagan discusses the Seligman faculty theory sym- 
pathetically in Recent and Contemporary Theories of Progressive Taxation, 46 J. Pol. Econ. 
457, 485-90 (1938). See also Hunter, Outlines of Public Finance 146 (rev. ed., 1926). A differ- 
ent interpretation of the money-makes-money point might give it greater validity but less 
relevance for progression. It might be taken to mean that a monopoly position or special 
access to inside information may accompany large incomes. 


— 
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British economist J. A. Hobson.’ Stated simply his case for progression 
on ability to pay grounds involves three steps. First, income is broken 
down into two components, that part which is considered a “cost” of pro- 
duction and that part which is not such a cost and therefore is “surplus.” 
Next, it is asserted that only the surplus portion represents ability to pay 
taxes, and the whole of the surplus can properly be taken in taxes. Finally, 
since surplus cannot be identified directly, it is located indirectly and this 
is done by assuming that as income increases surplus increases even more 
rapidly. 

The terms “costs” and “surplus” have special meanings for Hobson: 
Those elements of income which are necessary payments to owners of productive 
azents, in order to sustain the productive efficiency of an agent and to evoke its appli- 
¢eition, rank as “costs” of production, and have no ability to bear taxation. . . . The 
«ements of income which are not “costs” are “surplus.” All economic rents of land 
. . all interest, profits, and other payments for the use of capital, brains or labor, 
which are due to superior economic opportunities and are not necessary incentives to 
secure such use, will rank as surplus. All forms of surplus have a full ability to bear 
taxation. 

The difficulties with the Hobson theory of progression are legion. Even 
viewed with the greatest sympathy, his notion of surplus is so fuzzy that 
such an element would be vastly difficult to identify. When this unknown 
is coupled with the bald assumption that it increases more rapidlythan 
income, in effect the case for progression is being established by pure fiat. 
This would be a sufficient basis for dismissing the theory insofar as it re- 
lates to progression. But even if the Hobsonian surplus could be located 
with precision there would be no justification for making it specially 
eligible for taxation. Take the traditional case of economic rent of land, 
which can be defined as the amount of rent paid on better land in excess of 
that paid on the poorest land in use. It is this difference which Hobson re- 
gards as surplus and which should be taken for taxes since none of the 
production of the better land will be lost as a result of the tax, and since 
such economic rent is in the nature of a windfall. Whatever the position of 
the original owner of the best land, there is no windfall rent to the subse- 
quent purchaser since the economic rent in a normal market must have 
been fully reflected in the price he had to pay for the land. And even in the 
case of the original owner, while there was clear gain, there was no wind- 
fall; all investment involves risk-taking and it is unreal to look only to the 

6s Hobson, Taxation in the New State (1919). There are discussions of Hobson in Fagan, 


Recent and Contemporary Theories of Progressive Taxation, 46 J. Pol. Econ. 490-93 (1938), 
and Stamp, Principles of Taxation 42-43 (1921). 


6 Hobson, Taxation in the New State 41-43 (1919). 
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successful instances of risk-taking.“*’ The rewards to the successful are 
approximately offset by the losses to the unsuccessful risk-takers. There is 
thus no justification for singling out economic rent as the subject for taxa- 
tion, even if it could be identified. 

Some brief attention should be reserved for one other attempt to give 
special meaning to faculty or ability to pay, that of the Vermont econo- 
mist H. W. Peck."** His theory has what must surely be a unique claim to 
distinction : under it the less rapid the decline in the utility of money the 
more progressive the tax. In an analysis that strongly reflects the thinking 
of Seligman and Hobson, Peck sought to establish a kind of “‘consumer’s 
surplus” as the prime test of taxpaying ability. He defined this surplus as 
the difference between the cost of acquiring a given amount of income and 
the utility of it to its possessor. As to the cost, he meant simply the effort 
involved in acquiring income, and he thought it would be roughly equal 
for all incomes.® Hence he believed that a curve depicting the cost of 
acquiring a dollar of income would approximate a rectangular hyperbola. 
As to the utility of money, he thought it declined very slowly and con- 
tended that as civilization progressed the utility of additional amounts of 
money increased because there were more advantageous ways of spending 
it. The amount of consumer’s surplus he defined as the spread between the 
two curves; and accordingly the less steep the utility curve the greater 


the spread and therefore the more steep the progression in tax rates.’ 
This theory appears to be heir to all the difficulties with the utility and 
ability theories previously examined, and has as well some of its own. 


14. 

What has been said suggests the tantalizing combination of plausible, 
ingenious and improbable ideas which make up the case for progression in 
terms of sacrifice and ability to pay. It likewise suggests why these notions 
have such a stubborn appeal. But it tends to demonstrate that the hold of 
these notions on the general public must derive from the fallacies that 
have frequented the theories and not from their truths which are difficult 
to drive to and once found would not support any firm conviction about 
the validity of the progressive principle. 

The general appeal of utility and sacrifice doctrine is likely explained 


#67 See Daniels, Elements of Public Finance 85 (1899). 

168 Peck, Taxation and Welfare (1925). 

69 A notable feature of Peck’s presentation is the drawing of tentative curves for ‘‘a sav- 
age,” ‘‘a sensible, intelligent person,” and ‘‘an industrial titan.” Ibid., at 256-57. Another 


feature is his concept of the ‘‘ability to receive” which “‘in the case of the poor” is the counter- 
part “to the ability to pay taxes on the part of the rich.’’ Ibid., at 116. 
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further by another consideration. The ostensibly scientific form of sacrifice 
theory, which purports to deal with the way people actually react to 
money, frequently conceals a normative judgment either about the way 
that people ought to value money*”® or about the social value of typical 
expenditures at different levels of income. On occasion this latter judg- 
ment has been made explicit and a case for progression rested on it. For 
example, S. J. Chapman argued that: 
the wants satisfied by the earlier increments to income are usually of more im- 
portance socially than the wants satisfied by later increments to income, whether the 
satisfaction of the former causes more utility or not. In speaking of the equity of 
taxation, we are obviously talking ethics, and therefore the wants primarily dealt 
with must be adjudged not according to the value of their satisfaction in fact (positive 
value), but according to the value of their satisfaction in a moral scheme of consump- 
tion (normative value).'7 

Some of the force of this observation disappears when the area of discus- 
sion is confined explicitly to a comparison of persons all of whom have in- 
comes above the minimum subsistence level. Be that as it may, the very 
ideal of a “moral scheme of consumption” is distasteful. Presumably it is 
one of the virtues of a free society that, within the widest limits, men are 
free to maximize their satisfactions according to their own hierarchy of 
preferences—to prefer baseball games to long essays. This is not to say 
that education in tastes is not a concern of society; it is only to note that 
there is great danger in its going beyond education as a means of obtaining 
such progress. But in any event, in making some of the more obvious con- 
jectures about a “moral” ranking of expenditures, it does not seem promis- 
ing to try to establish that the average expenditures of the less wealthy are 
any more worthy than the average expenditures of the more wealthy.*” 
This is particularly true if the social importance of savings and investment 
are taken into account. 

Such reflection strongly suggests that the concern is not with the ways 
in which the more wealthy and the less wealthy actually spend given 


‘7° Although no one appears to have taken quite this position, an interesting defense for 
progression might be attempted on the grounds that it reflects the way people ought to value 
money. But perhaps the clearer statement of this view is simply that people ought to favor 
more equality. It is also suggestive of a possible interpretation of progression as an attempt to 
coerce through the state a distribution that would be commendable had it resulted from 
voluntary charity. Compare Carver, The Minimum Sacrifice Theory of Taxation, 19 Pol. 
Sci. Q, 66 (1904). 

1" Chapman, The Utility of Income and Progressive Taxation, 23 Econ. J. 25, 34 (1913). 
Compare Beale, The Measure of Income for Taxation, 19 J. Pol. Econ. 655, 661 (1911). 

2 Stamp, while giving this approach some approval as it dealt with lower incomes, thought 
it lost all validity when applied to the relative social importance of the wants satisfied by 
~ well to do, the rich and the very rich. Stamp, Fundamental Principles of Taxation 45-46 

1921). 
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amounts of money. Instead the concern is with the desirability of having 
the less wealthy'” rather than the more wealthy spend the money. This 
again leads directly to the case for progression on grounds of mitigating 
economic inequality, a case which remains to be examined on its own 
merits. 

15. 

However uncertain other aspects of progression may be, there is one 
thing about it that is certain. A progressive tax on income necessarily op- 
erates to lessen the inequalities in the distribution of that income. In fact, 
as was noted at the outset, progression cannot be defined meaningfully 
without reference to its redistributive effect on wealth or income. It would 
seem therefore that any consideration of progression must at some time 
confront the issue of equality. 

Although there is a very considerable literature on equality, and pro- 
gressive taxation occupies some role in it, in the literature on progression 
there has been surprisingly little discussion of the equality issue. A promi- 
nent position in the tax literature is that stated with characteristic gusto 
by Professor Seligman who, it will be recalled, upheld progression on abil- 
ity to pay grounds: 

If the equalizing of fortunes were one of the acknowledged functions of government, 
it would be useless to perfect any science of finance. There would be only one simple 
principle: confiscate the property of the rich and give it to the poor. The socialist 
argument, which undoubtedly lies at the basis for many of the demands for progressive 
taxation, must be unconditionally rejected by all who are not prepared to classify 
themselves as socialists. . . . It is quite possible to repudiate absolutely the socialist 
theory of taxation and yet at the same time advocate progression. One may be an 
arch individualist and yet logically believe in progressive taxation.'’4 

The inappropriateness of explicitly predicating progression on equali- 
tarian grounds has been put a little more diplomatically by Sir Josiah 
Stamp, who also favored progression on other grounds: 

In my judgment, progressive taxation has the happy result of assisting to rectify 


inequalities, many of which are not economically or ethically justifiable, but it does 
not exist to do this and it has its justification quite apart from this.*’s 


This tradition of separating progression from equalitarianism, and soft- 
peddling its redistributive effects, probably served an important function 


+73 Or the state; see discussion in the text, section 22 infra. 

*14 Seligman, The Theory of Progressive Taxation, 8 Pol. Sci. Q. 220, 222 (1893). Compare 
Taylor: ‘If, however, progressive taxation is recognized as the application of a principle (such 
as ability to pay), it must never be made a principle of itself; for that would be confiscation.” 
Taylor, The Income Tax, 206 Quart. Rev. 331, 335 (1907). 


+78 Stamp, Principles of Taxation 177 (1921). 
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in keeping progression a respectable idea in our society.'” Yet one can only 
sympathize with Henry Simons in insisting that, in any discussion of pro- 
gression, the problem of inequality “be dragged out into the open.”?”7 
Certainly both on grounds of candor and clarity this is commendable. It 
nevertheless has one overwhelming difficulty. In a study of progression, 
as soon as the issue of economic inequality has been dragged out into the 
open, we discover that we have lost our topic. 

In substance the issue of progression and equality is simply the great 
issue of equality itself. If one is persuaded that the society should reduce 
economic inequalities there are no real problems which specially concern 
the use of progression to accomplish that result. Despite much rhetoric to 
the contrary there is no sense to the position that, while other laws might 
legitimately be used to achieve greater equality, the tax system must not 
be given over to such a function. The fact is that a progressive income 
tax may well have some distinctive advantages as a way of redistributing 
income. There are not so many methods of accomplishing peaceful redis- 
tribution. Such measures as government wage and price controls or the 
exercise of monopoly power by labor unions or industrial combines, al- 
though they alter the distribution of economic goods, may well not do so 
in the direction of a general lessening of inequalities. In any event they all 
seem to involve a direct interference with the operation of the market or a 
potentially ominous expansion of government activity and power.'”* By 


© There are temperate discussions of the question of economic equality and taxation 
before the turn of the century by such writers as Sidgwick, Adams, and Carver. The Seligman 
approach makes a sharp division between the equalitarian and other defenses for pro- 
gression. Thus he is extremely critical of Adolph Wagner who not only favored the use of taxa- 
tion directly to bring about greater equality, but also contended that all other discussions of 
progression in terms of ability, sacrifice or benefit had meaning only in this connection. The 
Seligman approach thus kept progression respectable at the price of consciously ignoring the 
central issue of equality. A great virtue of Simons was his insistence on bringing the discussion 
back again to the equality issue. 

The development is especially curious in that the minimum sacrifice doctrine, which is 
predominantly equalitarian, has remained a ‘‘respectable” doctrine throughout. 

One can only speculate as to what the constitutional career of progression would have been 
had the case for it at all times been stated frankly on equality grounds; see text, section 3 supra. 

177 Simons, Personal Income Taxation 18 (1938). And see Blough, The Argument Phase of 
Taxpayer Politics, 17 Univ. Chi. L. Rev. 604, 608 (1950): ‘“The argument that taxation should 
be used deliberately to alter the distribution of income and wealth is a delicate one to present, 
at least in these bald terms, and may boomerang. . . . The emotional content of reactions to 
arguments [of this type] is commonly very high.” 

178 See Simons’ bitter comparison of progression and unionism. ‘‘[P]rogressive taxation is a 
workable, democratic method for dealing with inequality. The alternative of unionists is to 
send workers out in packs to exploit and expropriate by devices which resemble those of 
bandit armies. The one device is inherently orderly, peaceful, gradualist, and efficient. It is 
the device of law. The other is inherently violent, disruptive, and wasteful in the extreme. 
One calls for debate, discussion, and political action; the other, for fighting and promiscuous 
expropriation.” Simons, Some Reflections on Syndicalism, 52 J. Pol. Econ. 19 (1944). 
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using the tax system for redistribution, the market, at least within large 
limits, can be left to determine relative values and allocate resources 
through the price mechanism, with the freedom of individuals left rela- 
tively unimpaired, with no significant addition to government manpower, 
and with no increase in difficult discretionary judgments which govern- 
ment personnel need make. 

It might be thought that one difficulty with using the tax system as a 
vehicle of redistribution is that the amount of redistribution would be de- 
termined by the amount of revenue and that the revenue total is deter- 
mined by considerations which need have no connection with redistribu- 
tion. This difficulty disappears when it is realized that the revenue total 
itself can be increased in order to transfer income from one group in the 
society to another. In fact some such transfer payments affect the revenue 
goal under our present tax structure. If there is any disadvantage in em- 
ploying taxation as a means of lessening economic inequality it is that the 
process tends to conceal precisely what is being done about redistribution. 
It may seem just a nice job of social engineering to have greater equality 
achieved as a by-product of raising the necessary revenue, for then the 
society is not simply and nakedly engaged in redistributing income. On 
the other hand this may be an advantage; it may make politically feasible 
a goal which otherwise might prove too divisive and put too great a strain 
on democratic processes. 

Having lost our special topic of progression we are now confronted with 
a dilemma. The larger subject of economic equality either may be not 
amenable to discussion or it may admit of infinite discussion. One’s posi- 
tion about economic inequality may be kept within the confines of a 
simple statement of preference and nothing more. The approach of Henry 
Simons is instructive in this regard. A serious student of progressive tax 
theory, he chose to state his own ultimate case for progression in a single 
sentence. “‘The case for drastic progression in taxation must be rested on 
the case against inequality—on the ethical or aesthetic judgment that the 
prevailing distribution of wealth and income reveals a degree (and/or 
kind) of inequality which is distinctly evil or unlovely.’"”® This approach 
to the problem of necessity forecloses any further discussion. 

The opposite to so summary an approach is found in the treatment of 
the equality theme in the socialist literature. Here it is part of a discussion 
which calls into question the fundamental economic organization of so- 
ciety. Such discussion immediately challenges the institutions of private 
property, the market and the enterprise system. And this in turn raises 

«79 Simons, Personal Income Taxation 18-19 (1938). 





1952) THE UNEASY CASE FOR PROGRESSIVE TAXATION 489 


other major problems, including the role of the family, the efficiency of 
central planning, and the long run compatibility of economic planning and 
political freedoms of the individual. There is of course a definite role for a 
progressive tax in such a program; and in this context progression has long 
received support from communist and socialist writers."*® The case for 
progression in these terms is at least as strong as the case for socialism. 
But to examine with appropriate care the issues of socialism would be to go 
far beyond the tolerable bounds of an essay of this sort. 

The interesting thing for our purposes is that the goal of mitigating in- 
equality has not been a socialist monopoly. It has been shared by many 
who are by no means ready to give up the institutions of private property 
and private enterprise. It is true that one can without any logical incon- 
sistency defend progression on other than equalitarian grounds even 
though it necessarily redistributes wealth or income.*** But today one is 
not likely to do so with any enthusiasm unless he has made peace with the 
issue of equality. It may be as Stamp observed in this connection that 
“We have all heard that it is wrong to marry for money, but quite praise- 
worthy to marry where money happens to be.””**? This is a fine line to draw 


18 This is as good a place as any to quote the Communist Manifesto. ‘‘The proletariat will 
use its political supremacy to wrest, by degrees, all capital from the bourgeoisie, to centralize 
all instruments of production in the hands of the state. . . . Of course in the beginning this 
cannot be effected except by means of despotic inroads on the rights of property and on the 
conditions of bourgeoisie production. . . . [T]hese measures of course will be different in differ- 
ent countries. Nevertheless in the most advanced countries the following wil! be pretty general- 
ly applicable: ... 2. A heavy progressive or graduated income tax.’’ Communist Manifesto 
152 (1948). 

For the socialist approach to taxation and equality see generally Tawney, Equality (1929); 
Dalton, Some Aspects of the Inequality of Incomes in Modern Communities (1935); Wedg- 
wood, The Economics of Inheritance (1929); Jones, Taxation Yesterday and Tomorrow 
(1921). ‘‘The redistribution of wealth carried through in recent years may well prove to be 
the most significant, and the most lasting, of all the economic consequences of the policies 
of the Labor Party. The chief weapon employed for that purpose has been a steeply progressive 
income tax.’’ Jewkes, Socialism’s Legacy to Churchill, Fortune 79, 80 (Dec. 1951). 

The rhetorical possibilities of guilt by association here have not been overlooked by the 
opponents of progression. Compare Lutz who, while admitting that one might well advocate 
progression without being a communist or even a socialist, goes on to say that such advocates 
nevertheless become the unwitting collaborators of those who seek the ‘‘destruction of the 
private enterprise system.’’ Lutz, Guideposts to a Free Economy 73 (1945). See also Crotty, A 
Few Observations: The Communist Manifesto in America, 37 A.B.A.J. 413, 414 (1951): 
“The second idea which was absorbed by the democracies from the Communist Manifesto 
with the greatest fervor is the imposition of a heavy progressive or graduated income tax.” 


+ The clearest example of this is the advocacy of proportionate sacrifice on the assumption 
that the utility of money declines; in effect this approach seeks to redistribute money in order 
not to redistribute satisfactions. See text, section 9 supra. Cohen-Stuart has an extended dis- 
cussion of the compatibility of proportionate sacrifice and the acceptance of the existing dis- 
tribution of income. Cohen-Stuart, A Contribution to the Theory of the Progressive Income 
Tax (1889) (Ms. trans., Te Velde, University of Chicago Libraries, 1936) c. V. 


+42 Stamp, Principles of Taxation 170 (1921). 





49° THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


in matters of the heart and perhaps too fine a line to be drawn any longer 
in matters of taxation. What remains to be examined then is the possible 
rationale for desiring to lessen economic inequalities within the confines of 
a private enterprise and market system. 


16. 


It may be useful to begin by speculating about our reactions to the 

issue of equality if by a convenient miracle the wealth and output of the 
society trebled over night without any changes in its relative distribution 
among individuals. Would the issue of lessening inequality among those 
above the minimum subsistence level appear any less urgent? The answer 
can hardly be in the affirmative in view of the fact that the issue has 
grown more disturbing in the last hundred years despite the very great 
increases in productivity that have occurred. But the negative answer is 
curious. It initially appears that what is involved is envy, the dissatisfac- 
tions produced in men not by what they lack but by what others have. 
Josiah Wedgwood in his book on inheritance argues that: 
in the search for material welfare, our modern civilization under conditions of indus- 
trial progress is continually manufacturing new and previously unwanted sources of 
pleasure, so that the old luxuries become the new necessities, alike for those who can 
and for those who cannot afford them. Hence where there is a great inequality of pur- 
chasing power, a continuous increase in the statistical total of goods and services pro- 
duced per head will no doubt enable a larger and larger proportion of the people to 
satisfy certain wants, but will, equally certainly, increase the number of wants which 
the marjority desire to satisfy, and only the minority can." 
If this is what is primarily involved, the remedy, however impractical, 
would seem to be the one suggested by Aristotle that it is the desires of 
men and not their possessions that need be equalized. Nor is there much 
basis for optimism about the impact on envy of the redistribution of mate- 
rial goods. Every experience seems to confirm the dismal hypothesis that 
envy will find other, and possibly less attractive, places in which to take 
root.* 

No proponent of progression has rested his case for doing something 
about economic inequality on the grounds of mitigating greed and envy. 
Basically two lines of argument for the coercive reduction of inequality 

*83 Wedgwood, The Economics of Inheritance 14 (1929). Virtually the same observation is 
offered by David McCord Wright as an objection to the assumption that money has declining 


utility. Income Redistribution Reconsidered, in Income, Employment and Publication Policy: 
Essays in Honor of Alvin Hansen 159, 161 (1948). 

*84 The study of the nursery is suggestive in this respect. ‘‘As between brothers and sisters, 
the first demand is to receive no less than they: this desire may be called the Communistic prin- 
ciple of the nursery. Every child is anxious to obtain the same share of food, of toys, of love, 
as the others; he is extremely envious of preferential treatment, and this jealousy is in no way 
proportional to his real needs.” Bienenfeld, Rediscovery of Justice 19 (1947). 
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above the minimum subsistence level have been advanced and these may 
be complementary. One enlarges upon the improvements in the general 
welfare expected to result from greater economic equality ;**5 the other ex- 
amines the injustices as between individuals in permitting the existing 

degree of inequality to remain undisturbed. | 

The most prevalent form of the general welfare argument is that reduc- 
ing inequality would tend to maximize economic welfare and, in Dalton’s 
phrase, to prevent “considerable waste of potential economic welfare.’”"** 
It is urged that the wealthy will lose less welfare by surrendering a share of 
their income than the less wealthy will gain by getting it. If the state is 
concerned with maximizing the happiness of its citizens, redistribution 
would then seem to be called for. This seems a highly persuasive position 
until one detects in it the motif of the minimum sacrifice theory. It will 
then be noted that the argument is once again enmeshed in considerations 
of whether money has a declining utility. No one would deny that making 
the less wealthy more wealthy would, if nothing else were involved, tend 
to produce an improvement in the general welfare. But in a coerced redis- 
tribution there is always the offsetting cost in the impact upon those whose 
incomes are being reduced; and there seems no way of holding that this 
offset would be less than one hundred per cent without in some form re- 
lying on the assumption that money has a declining utility curve which is 
roughly comparable for all men. 

There is a further difficulty with such argument. The general welfare is 
stated in deceptively simple terms. Let us for the moment grant all the 
necessary assumptions about declining utility of money and agree that 
greater economic equality would bring about a net increase in the aggre- 
gate happiness of the individuals in the community. No matter how the 
case is put, it is still true that all that has happened is that the welfare of 
one group in the society has been increased at the expense of the welfare 
of a different group. Stated this way there is no “general” welfare; there is 
only the welfare of the two groups and the wealthy receive no counter- 
balancing benefits for their surrender of income or wealth. The welfare 


8s The most generalized form of the general welfare approach may be that which Fagan 
offers as his special analysis of the case for progression. Under it progression would be tested 
against all the ‘‘objective criteria of welfare,” of which one, among others, may be the reduc- 
tion of inequality. He offers this merely as a prospectus for future analysis and does not indicate 
whether progression would pass the test. The tenor of this approach is suggested by the fol- 
lowing: ‘‘{C]onflicts between objective criteria, e.g., better housing versus less leisure, and 
conflicts of individual interest, e.g., more leisure for Jones versus less leisure for Smith, must 
be settled by inter-subjective agreement reached by free citizens under political conditions 
most conducive to the plasticity and mutuality of individual interests.” Fagan, Recent and 
Contemporary Theories of Progressive Taxation, 46 J. Pol. Econ. 457, 497 (1938). 


*% Dalton, Some Aspects of Inequality of Incomes in Modern Communities 10 (1935). 
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argument is thus placed in a precarious position. If the wealthy have 
otherwise valid claims to their income, there is little reason for sub- 
ordinating those claims to this narrow version of general welfare. 

The argument is not basically altered when, in normative terms, it is 
stated that the government or the less wealthy would spend the money in 
a more desirable way than the rich. It would be a better society, it is said, 
if more were spent on housing and beer and less on yachts and champagne. 
Every man is entitled to his own views on what are the better and worse 
forms of consumption. But it is at least arguable that the brave new world 
would be even better if the less wealthy were given the additional money 
by the government without any strings attached and without any sump- 
tuary restrictions. This is not to deny that in some matters collective ex- 
penditures by the government, as for parks, roads and police, are more 
efficacious than random expenditures of like amounts by individuals. 
While the advantages of such collective expenditures frequently have been 
associated with mitigating economic inequalities, and particularly so in 
socialist literature, this need not be the case. It obviously is possible and 
meaningful to finance the collective expenditures by a proportionate tax. 
In the end what may be appealing is not the way in which the less wealthy 
are spending the money but simply the fact that they, rather than the 
more wealthy, are spending it."*” 


87 Even among those who favor measures to lessen economic inequality, there is a funda- 
mental cleavage as to whether the increase in welfare is to be found in the fact that the less 
wealthy have relatively more money to spend or in the fact that the state is spending more 
money and will spend it more wisely. Thus Simons strongly favored redistribution but equally 
strongly opposed any increase in sumptuary spending by government. On the other hand, 
Tawney, a most enthusiastic advocate of equality, thought that only by collective expenditures 
could the redistribution of economic goods be made significant and could dissipation in driblets 
be avoided. Some thoughtful arguments for maximizing welfare by collective expenditures in 
certain situations are offered by Pigou in Economics of Welfare Pt. V, c. XI and c. I, IV 
(1920). 

Wright has suggested that, as a practical matter, government expenditures must accom- 
pany redistribution, and argues that this is a net disadvantage. ‘‘One easily visualizes wealth 
redistribution as taking money from rich people and giving it to poor people. But this is true 
only in a very sophisticated sense. Money collected does not go directly to the poor—it goes 
to the government. It does not directly build up the poor—it builds up the government. The 
poor do not so often get purchasing power which they can spend as they wish, as services which 
they may not want. Nor do they get the full benefit of the taxes, but the taxes minus deduc- 
tions (and possible wastage) for government service.”’ Wright, op. cit. supra note 183, at 166. 

Jewkes, in commenting on economic conditions in England under the Labour Govern- 
ment, concludes that ‘“‘[ijt is a fair guess that the British consumer, taking everything to- 
gether, is about in his prewar position. But there is one important qualification to that state- 
ment: to an increasing degree the consumer finds that his income is being spent for him by the 
state.” Jewkes, Socialism’s Legacy to Churchill, Fortune 79 (Dec. 1951). 

Carver regarded such loss of consumer freedom as posing a dilemma for the serious equali- 
tarian. Carver, The Ethical Basis of Distribution and Its Application to Taxation, 6 Annals 79, 
85 (1895). 
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The general welfare argument has frequently been advanced beyond 
this stage of minimum sacrifice theory by pointing out the advantages to 
the community as a whole which would result from redistribution. One 
form of such argument has already been examined in detail in the earlier 
discussion of the relation of progression to the problem of economic in- 
stability. It will be recalled that on one view the bringing about of a more 
equal distribution of income was considered a good because of its hoped- 
for impact on the propensity of the society to consume; and that on an- 
other view a more equal distribution of income was regarded as a good 
because of its hoped-for impact on stability in the future. The limitations 
of these approaches to equality need not be restated."** 

The community welfare approach to equality has also been couched in 
political terms. Democratic deliberation and decision, it has been urged, 
cannot operate as intended if there is too great a disparity in the wealth of 
the citizens."*® Events of the last two decades have indelibly underscored 
the paramount importance of the basic political freedoms. It may well be 
that empty stomachs do not take the rights of free speech, assembly and 
franchise very seriously. It may be true that increases in economic power 
spell increases in political power and that in effect the rich man can vote 
more than once. And it may be that there are limits to the peaceful toler- 
ance by the mass of the population of great disparities in wealth and that 
a closer approximation to equality is important insurance against revolu- 
tion.’®° But at least in our society there are many routes to political power, 
and money appears not to be the most significant of these. In a complex 
society some considerable differentials in political power are bound to ex- 
ist, and money may well be less unpleasant and rigid than such other 
routes as heredity, social caste, or military prestige. Particularly in a dem- 
ocratic society it may be important to keep open the money route to 
power since it provides needed checks and competition for other avenues 
depending more on status.'™ In any event all of the arguments for lessen- 

188 See text, section 7 supra. 


89 This is a recurring theme in Tawney, Equality (1929). The Lasswell and McDougal 
essay on legal education is suggestive of relationships between ‘‘balanced income” and the 
basic democratic values. Lasswell and McDougal, Legal Education and Public Policy: Pro- 
fession Training in the Public Interest, 52 Yale L.J. 203 (1943). 

19° But note Edgeworth’s observation: “This levelling principle requires to be corrected by 
several prudential considerations. . . . [T]here is the danger of awakening the predatory in- 
stinct of the poor, and precipitating revolution.” II Edgeworth, Papers Relating to Political 
Economy 130 (1925). 

1 “Judged from the viewpoint of choosing among alternate forms of rivalry rather than 
eliminating it entirely, capitalist competition and income incentives.are submitted to com- 
pare much more favorably. Two main standards must be noted: democracy of life and aspira- 
tion, and technological creativeness. While the analysis . . . could be carried to denial of the 
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ing equality for political reasons lose a good deal of their force when taken 
to be arguments for lessening the inequality of those above the minimum 
subsistence level. 

A closely associated contention is that money represents economic 
power which permits its owners to make economic decisions affecting the 
lives of others.** It is argued that the possessor of any wealth is like a 
private sovereign, and that great economic disparities result in comparable 
disparities in the distribution of such “sovereign” power. By analogy to 
the political sphere it is urged that economic inequality must be avoided 
to avoid economic tyranny and to promote economic democracy. This line 
of argument appears to confuse wealth with monopoly. It is true that a 
monopolist can exercise economic power irresponsibly and take advantage 
of others. It is not true that the owner of great wealth who is subject to the 
discipline of competition has any such power. Moreover, the lessening of 
economic inequalities is at best an oblique attack on monopoly and in 
most situations the redistribution of income is not very likely to terminate 
economic monopolies. 

There are finally a cluster of observations about the increases in moral 
and spiritual values which are said to result from reducing economic in- 
equalities."® These points typically are stated with great eloquence but 


value of material progress, we do not go so far. Mere gadgets will certainly never solve the 
fundamental problem of the true and the beautiful. But increasing technical efficiency reduces 
the amount of personally degrading labor, increases health, and, as a matter of history, has 
been accompanied by i increasing social conscience and reduction of caste barriers. 

‘*Yet material progress is not a matter of mere ‘extension’—not simply making ‘more of the 
same.’ I find my chief sanction for the competitive order in what may be called the ‘Law of 
Deterioration of Self-perpetuating Groups.’ Where access to the top is conditioned on the 
consent of those already there, promotion is likely to go to the agreeable conformist rather 
than the able explorer. The group in power increasingly surrounds itself with yes men. The 
caliber of the ‘palace guard’ rapidly declines.” Wright, op. cit. supra note 183, at 168. 


19 See, e.g., Tawney, Equality 210-18 (1929). But compare Wright’s pessimism about 
the results of redistribution carried out through government: ‘‘Liberals, particularly in this 
country, have advocated high progressive income taxes with the largely unconscious, or un- 
expressed, mental assumption that that is the way to get a nation of many middle-sized, inde- 
pendent businesses and many middle-class independent people. But this assumption does not 
automatically fulfill itself. We may well get instead a nation whose economic life is carried on 
by the state, or by a few corporations owned or controlled by the state; and a population not 
of independent middle-class owners, but of dependent clerks and government employees. The 
flow of money and resources into government hands, and hence the power of the state, is 
directly increased without being at all sure that any reciprocal, or proportionately reciprocal, 
benefits will be forthcoming to the individual.”’ Wright, op. cit. supra note 183, at 167. 


93 But compare: ‘‘I would rather say that it is dangerous to get too much interested in 
equality. Groups then form with a great development of fellow-feeling that is found in the 
supporters of dictators. They all say they are just alike. They are part of the crowd; they lose 
themselves in it; they do not differentiate; they do not have rewards or competition. Competi- 
tion, among other things, may draw off a lot of the impulses that lead to war.” Sharp, What 
Is Equality?, Univ. Chi. Round Table No. 412 (Loomer, Sharp, Singer) 16 (1946). 
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are difficult to pin down analytically. Thus R. H. Tawney, who is a lead- 
ing spokesman in this connection, says: 

What is repulsive is not that one man should earn more than others, for where 
community of environment, and common education and a habit of life have bred a 
common tradition of respect and consideration, these details of the counting-house 
are forgotten or ignored. It is that some classes should be excluded from the heritage 
of civilization which others enjoy, and that the fact of human fellowship, which is 
ultimate and profound, should be obscured by economic contrasts, which are trivial 
and superficial.» 

Or again: 

Men are, in great measure, what they feel themselves to be, and they think of them- 
selves as they are thought of by their fellows. The advance in individual self-respect 
and in social amenity caused by the softening of the more barbarous inequalities of 
the past is a contribution to civilization as genuine as the improvement in material 
conditions." 

We can all agree that it would be better to have a society in which men 
respected the basic dignity of their fellow men, in which there were few 
barriers to human relations, and in which it was universally realized that 
man does not live by bread alone. The only question is whether the lessen- 
ing of economic inequalities among those above the minimum subsistence 
level can make a significant contribution to bringing about such a so- 
ciety. Money differences are only one of a long list of factors that divide 


men from one another in our society, and it is quite possible that as differ- 
ences in income were lessened other differences with more unpleasant 
overtones would become more important.'® This of course is not to con- 
tend that economic inequality is itself a good.” It is rather only to sound a 
skeptical note as to how much moral reform will be effected by this type of 
economic change. 


1% Tawney, Equality 139-40 (1929). 

195 Thid., at 171. 

196 ‘One such standard is the idea that virtual income equality helps remove envy, rivalry, 
conflict, and frustration from economic life. But what is gained by eliminating rivalry for 
income if rivalry for power or prestige remain? Sparsely settled communities of meditating 
ascetics might have no government and no rivalry. But an integrated machine economy, even 
if the ‘state’ has ‘withered,’ implies a hierarchy of technical operatives, and enough ambition 
must survive for men to want responsible operative positions. . . . 

‘‘(S]upposing we conclude it desirable to give at least some responsibility to those most 
competent in their respective fields, a problem of selection immediately appears. But those 
not selected may feel hurt. The argument against income difference, per se, closes its eyes to 
the profundity of the problem of frustration as we find it in our universe. . . .” Wright, op. cit. 
supra note 183, at 162-63. 

197 In the past it was often argued that a wealthy group was needed to be the sponsors and 
carriers of culture in the society. Sidgwick, The Principles of Political Economy 524 et seq. 
(2d ed., 1887). But as literacy and education become more universal, this point loses much of 
whatever force it may have had. 
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17. 

The discussion of redistribution as a justification for progression has up 
to this point considered only one side of the matter—the advantages of 
redistribution to the recipients and to the whole community. Men will of 
course assess these advantages variously. While the advantages are less 
determinate than might have been anticipated, it is clear that at worst 
they are neutral and do not suggest a substantial argument against lessen- 
ing inequality. But, inasmuch as redistribution involves the compulsory 
taking of income from the more wealthy, it is necessary to examine their 
claim to the income which is proposed to be taken from them under pro- 
gression.’ It is this part of the case for progression which is likely to be 
most challenging and disturbing. If the original distribution is found to be 
less than fair this indictment may provide a substantial new argument, 
perhaps a decisive one, for progression. But if the original distribution is 
found to be fair the case for progression on grounds of redistribution runs 
into a heavy counterbalancing injustice. The whole issue is made more 
acute when examined within the confines of a commitment to a system 
of private enterprise and property.’ 

The most obvious complaint about the market in its allocation of re- 
wards is that the market never works according to the Adam Smith blue- 


print. It is clear that there are numerous distorting elements. Monopoly 
in various forms exists and there is no doubt that in many areas it is of 
serious magnitude. It of course produces a pattern of distribution which 


1978 In a recent survey of the attitudes of ministers on social problems, the following ques- 
tion was put: “Some observers say a steeply graduated income tax violates the moral prin- 
ciple that man is entitled to the fruits of his labor. How do you feel about this?’’ The responses 
were distributed in this manner: 

71% 
10% 
. 15% 
No Opinion 
Johnson, The Preacher Speaks on Social Problems, 3 Faith and Freedom 3 (1952). 


198 “Tn the last analysis, whether or not one believes that the progressive principle is de- 
sirable depends considerably upon his general philosophy of life. In this respect people are 
generally divisible into two groups. One group would prefer a world in which a free hand is 
given to the strong and the clever. This group holds that a free struggle makes for strong, 
vigorous character and that large inequalities are necessary to support the economic incentives. 
These people accept the progressive principle, if at all, with reluctance. They feel that pro- 
gressive taxation, especially if the rates are steeply graduated, violates the moral law against 
one’s ‘reaping where he has not sown.’ They also contend that many who wish the tax system 
to reduce inequalities would confine its role in this respect to incomes above their own. The 
second group holds that the strong have a decided obligation to the weak and stresses the 
solidarity of human interests. It dislikes and doubts the wisdom of great inequalities. Those 
who belong to this latter group are very likely to approve the progressive principle with en- 
thusiasm.” Groves, Financing Government 49-50 (rev. ed., 1945). 
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deviates from that projected by market theory. There are also the dis- 
turbing influences of fraud and duress which affect the distribution of 
rewards and which have not been and cannot be perfectly policed. An- 
other factor is the periodic shifts in the value of money and in the level of 
economic activity which have had a pronounced impact on the distribu- 
tion pattern. And there is always the element of sheer luck or chance which 
sometimes is the best explanation of success or failure. Taking these fac- 
tors together there undoubtedly is a large amount of “‘undeserved”’ income 
distributed by our contemporary market system. By itself, however, this 
does not establish a case for redistribution of income through progression. 

One long-standing objection to the use of progression to correct these 
imperfections of the system has been that it deals with effects and not 
causes."®® To the extent a progressive tax system might operate to lessen 
concern with the direct enforcement of the antitrust laws, for example, the 
objection has force. But surely even with a much more forceful attack on 
the causes, significant distortion would still remain. 

Of greater importance is the difficulty of correlating the “undeserved” 
income with the rates under a progressive schedule. To obtain such cor- 
relation it is necessary that there be some general relationship between 
total income and undeserved income and that the undeserved component 
increase more rapidly than the total income. Almost nothing is known 
about the distribution of undeserved income, and guesses about its prob- 
able distribution seem to be a most precarious base on which to rest the 
tax structure. Nearly a hundred years ago Mill pointed out that attempt- 
ing to correct for undeserved income by a general progressive tax would be 
unconscionably crude. 

It is unlikely, however, that the feeling for the greater justice of more 
equal distribution rests primarily on the implicit criticism of the accuracy 
or adequacy of the market mechanism in distributing rewards.?* Even if it 
were thought that the market was freed of all restraints and was working 

199 ‘‘Progressive taxation, so far as it aims to correct unjustified inequalities, evidently 
deals with results, not causes. It is obviously better to go to the root of the matter, and to deal 
with the causes. Much the more effective and promising way of reform is to promote the miti- 
gation of inequality in other ways—by equalization of opportunity through widespread facili- 
ties for rational education, by the control of monopoly industries, by the removal of the con- 
ditions which make possible illegitimate profits. Progressive taxation, which deals with income 
(or property) solely according to size, and not according to social desert, is less discriminating 
and also less effective in reaching the ultimate goal than the various other ways of spreading 
material welfare.” 2 Taussig, Principles of Economics 492 (1911). To the same effect is Adams, 


Science of Finance 335 (1898). Compare Fagan, Recent and Contemporary Theories of Pro- 
gressive Taxation, 46 J. Pol. Econ. 457, 495 n. 80 (1938). 


2°¢ One other source of doubt about the distribution effectuated by the market— inequality 
of opportunity—is discussed in the text, section 18 infra. 
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perfectly, many would be uneasy about substantial disparities in rewards. 
Thus it is necessary to probe more deeply why there is a persistent attrac- 
tiveness to the justice of greater economic equality among individuals. 

One possible explanation of this attitude may lie in an ultimate doubt 
about the rationality of any scheme of differential rewards.*” Presumably 
a rational scheme would be one that rewarded men for the achievements 
for which they were personally responsible. The great question is to what 
extent men are responsible for their differences. It has long been explicitly 
recognized that this is a most troublesome question when the companion 
problem of punishment is considered. The same factors which have be- 
come so familiar in stirring doubts as to how to deal with the criminal— 
the inborn endowment, the lack of opportunities, and the unfortunate 
environment for the development of the personality—make one hesitant 
to conclude that men are entitled to their rewards any more than to their 
punishments. From this perspective everyone’s income is equally unde- 
served, and the market, however important its other functions,” is an 
amoral distributor of rewards. If one confesses to knowing nothing about 
who is entitled to the goods of the world then the most prudent and 
sensible thing to do is count each man as one. 

It may well be true that if one fully rejects the notion of any personal 
deservedness of rewards, “[w]e may plead, remonstrate, preach, and ex- 
hort; but we cannot prove.””**? Nevertheless the riddle of personal respon- 
sibility is not easily put to rest. Whatever we may think in moments of 
tranquility, we do not live from day to day without the help of the assump- 
tion that those around us and we ourselves deserve in some way the praise 
and blame, the rewards and punishments, we all dispense and receive." 
To most of us most of the time, a praiseworthy man is not simply an 

2° Simons had this doubt. ‘‘At any rate, it may be best to start by denying any justifica- 
tion for prevailing inequality in terms of personal desert. This position has the great virtue 


of being definite; and it seems more nearly defensible than any other simple position relevant to 
the immediate problem.” Simons, Personal Income Taxation 18 (1938). 


22 A sufficient justification for employing a market system may be found in its advantages 
as a way of organizing economic life with a minimum of coercion, a maximum of individual 
freedom of choice, and as a form of insurance against making ‘‘great” errors. See Knight, The 
Meaning of Freedom, 52 Ethics 86 (1940). 

°3 Simons, Personal Income Taxation 18 (1938). 


24 The nursery is again suggestive on this score. ‘‘Nevertheless, ardently as every child 
clamours for equality of treatment, and later of status, he desires just as fiercely to be re- 
warded for his endeavours and his achievements. . . . It is but human that the child should 
on the one hand take offense at the preference shown to his fellows as a reward for their en- 
deavors, and, on the other, be equally offended if some special success of his own remains un- 
rewarded.” Bienenfeld, Rediscovery of Justice 20 (1947). Cf. note 184 supra. 
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aesthetically remarkable object of nature, like a beautiful sunset. And the 
very psychological insights which in recent years have made us aware how 
little we control ourselves have also pointed up how achievement depends 
on a factor for which we might be said to be responsible. No matter what 
our endowments of heredity and environment, something more is required 
for them to be realized, and this something must be close to the heart of 
personal responsibility. For fulfillment, even the most lavish talents re- 
quire perseverance, discipline, integrity, dedication and other personal 
qualities. There are at least two reasons, not just one, why most of us do 
not play the violin as well as Heifetz. It may be that personal responsibil- 
ity is just one more inherited talent, but even so it is still uniquely appeal- 
ing to tie our system of rewards and punishments to it.?°* 

A second possible explanation of the predilection for greater economic 
equality may be found in the fact of the division of labor.?* In all econo- 
mies, and particularly in the modern economy, any man’s production re- 
quires the cooperation of many others. Because all of these efforts are in- 
dispensable to the final product it has seemed to some not possible to dif- 
ferentiate, except arbitrarily, between the contributions of each to the 
final result. Here, as in many other problems of life, baseball affords a 
useful analogy. The whole squad, including the all-star center fielder and 
the rookie relief pitcher, are equally indispensable; and no player, not even 
Cobb, Ruth or DiMaggio, wins games by himself. The thrust of the point 
is that there is no way of isolating the contribution of any player; or at 
least that any differential pricing of services should be subject to substan- 
tial reduction in recognition of the contribution made by the team itself. 
But this view of the pricing process overstates the ambiguity arising out 
of the division of labor. The pricing process does separate out the value 
to society of the various component services, taking account of the scar- 
city of each type of service and the demand for it. If it is agreed that the 


2¢4@ Cannan, in a striking passage about the inequality of income from labor, puts himself 
the question, “What should a person do in order to get good earnings . . . ?”” He begins his 
answer in a light vein by noting that it is advisable to choose suitable parents, to be born a 
boy rather than a girl, and to select a suitable occupation. But then he goes on to say: “Once 
in his occupation, he must be industrious and as efficient as possible. The idlers, the fools, and 
other good-for-nothings will tell him it is no use, that the standard wage will be paid him 
anyway, and that promotion goes entirely by seniority or favouritism, but he must treat them 
as the liars they are, and hold to the belief that though there are unlucky exceptions, yet as a 
rule the industrious and efficient do better than the lazy and the inefficient.’’ Cannan, A Review 
of Economic Theory 388-89 (1929). 


208 See Hobhouse, The Elements of Social Justice 162-63 (1921); Groves, Financing Gov- 
ernment 39 (rev. ed., 1945). 
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individual is sufficiently responsible for his scarce talent, it should not be 
disturbing to reward him for his distinctive achievement and contribu- 
tion.?* 

A third possible explanation may be derived from special skepticism 
about the narrowness of economic rewards even though they are based on 
an accurate measure of achievement. The source of the difficulty is that 
economic achievement is not the total of human accomplishment; there is 
more to a man than that which the market can appraise or reward, and 
there is thus an inevitable discrepancy between the “pricing” of the whole 
man and the pricing of his economic talents by the market. This is not 
to argue that the market rewards the wrong talents and that therefore 
the market should be abolished as the arbiter of rewards.” Rather it is to 
emphasize that the market does not purport to take all qualities fully into 
account. Consequently we are tempted to second-guess the market either 
by giving recognition to some qualities which the market ignores or by 
discounting some qualities which it almost inadvertently seems to overrate. 
On the one hand, we may be troubled that the society may tend to rate 
the whole man by his income and hence we may seek some way of blunt- 
ing the finality of the market’s rating of men. Or, on the other hand, we 
may be impressed with the extraordinary power and versatility of the 
monetary reward. It is so desirable a reward that we would like to bring 
it into play in rating the whole man.?* 

Regardless of how this point is put we are impressed with the impor- 
tance of the society’s retaining the power to review and adjust the distri- 
bution of income and wealth which its market and its laws bring about. 
We rebel at any notion that the society is foreclosed from second-guessing 
the market. The ultimate appeal of the progressive tax may then be that it 
is the only attractive way of doing this without interfering too much with 
the operation of the market. Progression then would be an assurance by 
the society that the answers of the market were not taken with absolute 
finality. 

This defense of progression has some rather strict limits. In its most 

206 The baseball analogy is suggestive in one further respect. If a team wins a pennant, it is 


the universally followed rule that the prize money is distributed equally among all who have 
been members of the squad throughout the season. 


2°7 It has of course not been universally agreed that the traits the market principally re- 
wards are virtues. One writer has described the market as rewarding enterprisers for ‘‘un- 
amiable and non-socially desirable traits of character, such as acquisitiveness, narrowness of 
intellectual and social outlook, and dominant self assertion.” Peck, Taxation and Welfare 200 
(1925). 

28 The economic market is not the only appraiser and rewarder in our society. Fortunately 
there in effect are ‘‘noneconomic markets” for noneconomic qualities of man. In areas such as 
those concerned with personal friendships, it is certainly true that virtue is its own reward. 
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plausible form it reduces the tax to a kind of ceremonial commitment and 
nothing more. At best this would justify a very mild degree of progression. 
But even after stating that progression has a ceremonial value, one cannot 
be sure what the reach of the point really is. Certainly it is not made 
articulate by any large segment of the public, nor is it an explicit political 
creed, nor is it a theory of the experts. Moreover it clearly is an after-the- 
fact explanation, since, if a progressive tax were not already in operation, 
it is almost inconceivable that anyone would advocate introducing one on 
this ground. Nevertheless it perhaps is as close as we can come to detecting 
what it is about the tax that remains so persistently attractive on grounds 
of individual justice: It is a sort of last refuge for doing something 
politely about the distribution of income under a market system.’ 

If such speculations come close to the source of the appeal of progression 
they also underscore why there has been so little frank discussion of pro- 
gression on grounds of minimizing economic inequalities. The lingering 
fear must always have been that any case for progression on these grounds 
proves too much. It has been seen that it is quite difficult to sponsor pro- 
gression on the basis of economic equality without calling into question 
either the meaningfulness of personal responsibility or the fairness with 
which the market distributes rewards. Progression, when offered on these 
grounds, is an unsettling idea. 


18. 


There is still another road leading to the problem of equality. Almost 
everybody professes to be in favor of one kind of equality—equality of 
opportunity. What remains to be investigated is the relationship between 
this kind of equality and economic equality. 

Equality of opportunity might well have been discussed in connection 
with both the general welfare approach to equality and the arguments con- 
cerning rewards. While consideration of equality of opportunity has been 
isolated here as a matter of convenience, neither the previous discussion of 
general welfare nor that of rewards can be taken as complete without some 
reference to it. In terms of the justice of rewards, the point is that no race 
can be fair unless the contestants start from the same mark. Tawney said: 
If the rules of a game give a permanent advantage to some of the players, it does not 


become fair merely because they are scrupulously observed by all who take part in it. 
When the contrast between the circumstances of different social strata is so profound 


29 It is at least arguable that such a ceremony may prove to be self-defeating, since in its 
efforts to de-emphasize the importance of money differentials it necessarily invites attention to 
them. But compare Galbraith, American Capitalism 187-88 (1952). 





502 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


as today, the argument—if it deserves to be called an argument—which suggests 
that the income they receive bears a close relation to their personal qualities is obvious- 
ly illusory.”° 

In general welfare terms, the relevance of inequalities of opportunity is 
that without equal opportunity for individuals to develop their talents 
society will be deprived of the full use of its potential human resources. In 
this sense equality of opportunity is viewed as a sufficient good in itself 
and not as a way of correcting for distortions in the allocation of rewards 
by the market. For all practical purposes it makes little difference whether 
equality of opportunity is approached by one of these routes or the other. 
Whatever can be said about it will in the main be relevant under both 
approaches. 

It might simplify matters somewhat to go directly to the heart of the 
problem—the children. While there is still a flickering interest in eugenics, 
the concern today is not with lessening hereditary inequalities. We now 
realize that so little is known about human heredity" that we never get to 
the hard question whether we would be willing to put into practice our 
knowledge of heredity. Nor is the problem today one of removing explicit 
legal barriers; even in the area of racial discrimination these scarcely exist 
in our society.” The important inequalities of opportunity are inequalities 
of environment, in its broadest sense, for the children. It is the inequalities 
in the worlds which the children inherit which count, and this inheritance 
is both economic and cultural. 

The inheritance of wealth at death is of course an old and familiar. topic 
in itself. The controversies over it need not be reviewed at length here. 
It need only be noted that the basic argument for levelling such inherit- 
ances is simply the case for equality of opportunity among the children, 
and today few dispute the force of the equalitarian case in this context. 
On the other hand the impairment of incentives to work and to accumu- 
late and the disruption of the family standard of living are not without 
considerable force or familiarity as counterbalancing arguments against 
too severely limiting the inheritance of wealth. 

For our purposes it can be safely concluded that the case for lessening 
inequalities in such inheritance is surely stronger than the case for les- 
sening inequalities of income. The windfall aspect of inheritance clearly 


1¢ Equality 143-44 (1929). For a somewhat different point of view see Mellon, Taxation: 
The People’s Business 12 (1924): ‘‘Any man of energy and initiative in this country can 
get what he wants out of life.” 

at See Cook, Eugenics or Euthenics, 37 Ill. L. Rev. 287 (1943). 

32 In recent years the most explicit analysis of the many facets of equality of opportunity 
has been made in connection with the efforts to remove racial barriers; see for example McIver, 
The More Perfect Union (1948). 
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distinguishes the two cases. Moreover there is a tradition of favoring a 
progressive tax on inheritance but a proportionate tax on income.” In 
any event the progressive income tax is certainly not a direct equivalent of 
a progressive inheritance tax.™4 An inheritance tax reaches accumulated 
wealth; an income tax, while it may retard further accumulations of 
wealth, can only reach the income from existing wealth and not the 
wealth itself. It thus performs the primary function of an inheritance tax 
only to the limited extent that it prevents disparities in wealth from 
growing. 

But this interpretation of the role of the income tax misses the most sug- 
gestive part of the relationship between the case for a progressive in- 
heritance tax and the case for a progressive income tax. Looking only at 
the inequality involved in some children inheriting wealth at the death of 
kin and other children inheriting no wealth ignores the more far-reaching 
instances of economic discriminations among children. These can most 
easily be pointed up where the parents survive until the children have 
reached adulthood. In such situations the critical economic inheritance 
occurs prior to the death of the parents and need not be related to the 
wealth, if any, which they pass on directly at death or by way of inter 
vivos gifts of wealth. The critical economic inheritance consists of the day 
to day expenditures on the children; it is these expenditures which add up 
to money investments in the children’s health, education and welfare 
which in the aggregate are, at least in our society, gravely disparate. No 
progressive inheritance tax, or combination of gift and inheritance taxes, 
can touch this source of economic inequalities among children.*5 On the 
other hand a progressive income tax can, as one of its effects, help to 
minimize this form of unequal inheritance. It is income, not wealth, which 
is the important operative factor here, and by bringing incomes closer 
together the tax tends to bring money investments in children closer 
together.” 

213 Mill is a famous example of this combination. See his Principles of Political Economy 


Bk. 2, c. 2 and Bk. 5, c. 2 (Ashley’s ed., 1923). By a tax on inheritance we mean any form of 
death transfer tax. 


214 The point is that a tax on annual income in the ordinary sense does not perform the 
same functions as a tax on transfers of wealth. It would be possible, as Simons urged, to 
treat inheritance and inter vivos transfers as income to the recipients under the regular 
income tax. Personal Income Taxation c. 6 (1938). 

_ ™8 Under our present tax system the expenditures made by parents in bringing up children 
are almost completely excluded from consideration. The expenditures are not treated as in- 
come to the children or as gifts made by the parents. Moreover the gift tax has allowed, in 
ones to the relatively large basic exemption for the donor, a substantia] annual exclusion 

or each donee. 


216 Tt might be noted that a tax on inheritance also serves to bring incomes closer together. 
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But the gravest source of inequality of opportunity in our society is not 
economic but rather what is called cultural inheritance for lack of a better 
term. Under modern conditions the opportunities for formal education, 
healthful diet and medical attention to some extent can be equalized by 
economic means without too greatly disrupting the family. However, it 
still remains true that even today much of the transmission of culture, in 
the narrow sense, occurs through the family, and no system of public edu- 
cation and training can completely neutralize this form of inheritance. 
Here it is the economic investment in the parents and the grandparents, 
irrevocably in the past, which produces differential opportunities for the 
children. Nor is this the end of the matter. It has long been recognized 
that the parents make the children in their own image, and modern psy- 
chology has served to underscore how early this process begins to operate 
and how decisive it may be. The more subtle and profound influences upon 
the child resulting from love, integrity and family morale form a kind of 
inheritance which cannot, at least for those above the minimum subsist- 
ence level, be significantly affected by economic measures, or possibly by 
any others. If these influences on the members of the next generation are to 
be equalized, nothing short of major changes in the institution of the fam- 
ily can possibly suffice.*7 At a minimum such changes would include so- 
cializing decisions not only about how children are to be raised but who is 
to raise them. And this in turn would call into question the very having of 
children. 

19. 

In examining equality our concern has been with the relationship be- 
tween the broad case for economic equality and the special case for the 
progressive income tax. More specifically, attention has been directed to 
what is implied in advocating progression on grounds of reducing economic 
inequalities within a set of commitments to the privacy of the family, the 
ownership of private property, and the existence of the market as the prin- 
cipal method of organizing economic life. Since the case for progression on 
equality grounds is ultimately the case for equality itself, it is not surpris- 
ing that no definitive assessment of this line of justification for progression 


217*4 human being, as a person and a member of society, has needs and rights which are 
ignored and flouted when he is taken economically as a datum. He has rights to be and to 
have which it is absurd and monstrous to take as defined and measured by his productive 
capacity, which is so largely beyond his control. Obviously, the family is much more real as a 
social-economic unit than is the literal, biological individual, and the problems center more 
in the family, and the various forms of inheritance, than in the relations between individuals.” 
Knight, The Meaning of Freedom, 52 Ethics 86 (1940). See also Knight, The Ideal of Free- 
dom: Conditions for Its Realization, in The Philosophy of American Democracy (Perry ed., 
1943) 87, 115 et seq. 
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can be made. Certain fairly definite observations do however suggest 
themselves.* 

The thing that most clearly emerges is that the case for mitigating eco- 
nomic inequalities is a different case when the reference is to adults than 
when it is to children. As to adults both the justification for reducing in- 
equalities and the possibility of doing something significant about them 
are in question. The basic concern is not with levels of real income but 
with relative incomes. In this respect, whether the argument for redistrib- 
uting income is put in terms of increasing the general welfare or of redress- 
ing the injustice of the existing rewards, it is always precariously close to 
being rested simply on envy. Furthermore, when the argument is stated in 
general welfare terms there is difficulty in finding improvements in the 
welfare of the whole community and not just in the welfare of the imme- 
diate recipients of the redistribution. And when it is stated in terms of 
rewards, the argument is always dangerously near to proving too much 
about the irrationality or narrowness of rewards, or about the unfairness of 
the market system as an allocator of rewards. 

In the case of children these difficulties largely disappear. There is an 
enormously stronger ethical claim to equality for the sake of children. 
What may reduce to envy as among adults surely is justice as among chil- 
dren; the contribution to the general welfare which comes from equalizing 
opportunities among the children is also compelling; and the majority of 
the doubts about the fairness of a competitive system of rewards would 
be put to rest if the start of the race were thus equalized. 

There are however other difficulties if the society is insistent about 
equalizing opportunities among children. It soon becomes apparent that 
the deepest cultural inequalities to which children are heirs cannot be 
reached short of reforms which would force us far beyond our commit- 
ment to the privacy of the family and perhaps to the institution of private 
property. But even the half loaf has difficulties of its own. It has been 
pointed out, by David McCord Wright for example, that as long as there 
continues to be a substantial amount of wealth passing privately from one 


28 Tt may be relevant at this point to revisit McCulloch’s objection about the uncertainty 
of the rate pattern under progression. See text, section 10 supra. Is the objection as forceful if 
the rates are set primarily with a view to lessening inequality rather than with a view to 
equalizing sacrifice? The answer appears clearly to be no. In the case of sacrifice analysis, 
because of the nature of the data it is quite possible for those who set the rates to err and fail 
to equalize sacrifice. While perhaps no two men will agree as to how much equality they de- 
sire, presumably neither man is making an error in applying his preference. If their prefer- 
ences are not equally sound, that is a matter for democratic debate to resolve. In the end the 
distrust of progression on grounds of the uncertainty of the equality standard is only a doubt 
about the wisdom of entrusting the question of economic equality to the democratic process. 
See section 5 (b). 
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generation to the next, a progressive income tax decreases the opportunity 
for new accumulations of comparable wealth.”* And this in turn may re- 
sult in the evils of a self-perpetuating elite. Even in the absence of sig- 
nificant private inheritance, and so long as the state itself does not under- 
take to raise all the children, the equalizing of opportunity may turn out 
to be circular. If the incomes of parents are subjected to a substantially 
progressive tax for the sake of equalizing the opportunities of the children, 
there will be a dilemma when the children grow up. If their incomes are 
not subject to such a tax, the inequalities of opportunities will reappear 
among their children. But if their incomes are subject to such levelling by 
taxation, they will be denied the opportunity to enjoy the differential re- 
wards which they have earned. In effect we would be first making certain 
that the conditions for the race are fair and then calling the race off.”° 

In the end what perhaps emerges most strongly from a consideration of 
equality and progression is that, in approaching economic inequality via 
taxation of income, one is most easily permitted to endorse greater eco- 
nomic equality as a goal without having to face point blank the perplexi- 
ties of the equality issue. 


20. 


Since even the proponents of a proportionate tax generally are willing 


to concede the need for an exemption for those below the minimum sub- 


9 Wright, op. cit. supra note 183, at 167. 


2° There is at least another sense in which equality of opportunity is self-defeating. ‘‘Nearly 
two centuries ago Dr. Johnson declaimed against the ideal of equality of opportunity. He 
argued that permitting ambition in everyone would greatly increase unhappiness—for only a 
few could be at the top in any generation. Following this line, it could be maintained that the 
idea of relatively equal opportunity is a self-defeating one. The more nearly it is attained the 
less will those who do not rise be prepared to admit the inevitable implication regarding them- 
selves, and the more fiercely will they try to blame their personal failures upon ‘the system.’ ”’ 
Wright, op. cit. supra note 183, at 171. 


= One objection which haunts the literature on equality should here be noted. It is fre- 
quently urged that redistribution will be futile since even a literal equalization of wealth and 
income would add so little to each of the many beneficiaries. As a matter of cold mathematics 
this is undoubtedly true, even ignoring the adverse impact on productivity. But this does not 
make the lessening of economic inequality a trivial thing. To the extent the reduction of in- 
equality is a matter of relative rather than real incomes, this objection misses the point alto- 
gether. To the extent that the redistribution is intended to correct for what is conceived to 
be the injustice of the existing distribution, the objection again misses the point. To the extent 
that the concern is with lessening the inequalities of opportunity for the children, once again 
the objection falls. 

Finally, even where the concern is with real income, the objection is subject to considerable 
qualification. By concentrating the benefits on the very poorest members of the community, 
the improvement of their economic position can be made substantial. And by distributing the 
benefits in the form of community expenditures, rather than cash, the substantiality of the 
benefits can, although not without offsetting disadvantages, be preserved. 
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sistence level, it might seem that the issue of exemptions is not relevant to 
an analysis of the merits of progression. In the discussion thus far care has 
been taken to exclude explicitly concern with those below the exemption 
level. However it was noted at the start of the essay that as a practical 
matter any exemption in an otherwise proportionate tax introduces an 
element of progression in the effective rates. It remains to examine 
whether the inevitability of this form of progression carries with it any 
implications for a general theory of progression. 

As a preliminary matter it is necessary to understand why there is prac- 
tically no way of avoiding the progression that comes from an exemp- 
tion. The central problem of an exemption, aside from determining its 
size, is deciding how it is to be handled with respect to persons who are 
above the exemption level. Fundamentally there are only three possible 
choices.*3 The first is to deny the exemption altogether to those above the 
exemption level. This has the difficulty of resulting in extremely high, if 
not absurdly high, marginal rates of tax on the dollars of income immedi-_ 
ately above the exemption level. For example, assume that the exemption 
is $1,000 and that the flat rate of tax is 10%. If taxpayers with incomes 
above $1,000 are not allowed to deduct any part of the exemption, then a 
taxpayer with an income of $1,100 would pay a total tax of $110, which is 
a tax of 110% on his last hundred dollars. This result is so unfair and im- 


22 Exemptions have suggested at least one other line of defense for progression. A system of 
graduated rates can always be viewed as a graduated series of exemptions. This is most easily 
seen if it is imagined that new rate brackets are added at the top one at a time, as though 
they were a series of separate taxes each of which has its own exemption, and each new exemp- 
tion being larger than the prior one. On this view there is then a flat tax (the top rate) anda 
series of exemptions graduated downward. Thus, the larger the income the smaller the exemp- 
tion, and conversely. Gustav Cassel argued that the only proper meaning for exemption was 
indispensable income and that this increased as the income increased because as a social 
reality luxuries for the lower incomes become necessities for the upper incomes. Further, he 
thought that this nucleus of indispensable and untaxable income increased more slowly than 
the total income of individuals. Finally, he urged that the dispensable remainders of all in- 
comes should be taxed at the same rate, on the grounds of equal sacrifice. From this it follows 
inevitably that a flat rate of tax on the nonexempt incomes results in a progressive tax on the 
whole incomes. 

While this was a most ingenious effort, it gets its effect by changing the meaning of indis- 
pensable income. Indispensable is no longer defined in terms of sheer subsistence level but 
rather in terms of reliance on a customary standard of living at a given income level. Once this 
step is taken the proposal becomes a variant of sacrifice theory. Cassel, The Theory of Pro- 
gressive Taxation, 11 Econ. J. 481 (1901). 


*3 The three possibilities are clearly analyzed as lump sum, continuing, and vanishing ex- 
emptions in Shultz and Harriss, American Public Finance 261 et seq. (sth ed., 1949). The sub- 
stitution of a credit against taxes in lieu of the exemption deduction is not really a fourth 
alternative since the primary carry-over effect of the exemption among taxpayers remains. 
The credit has been recommended simply to keep the value of the exemption from increasing 
as income and marginal rates increase. U.S. Treas. Dep’t Study, Individual Income Tax Ex- 
emptions (1947). 
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practical that it is unlikely that any tax system would knowingly adopt 
it.**4 

The other two basic choices avoid this result by giving all or part of the 
benefit of the exemption to persons with incomes above the exemption lev- 
el, although they may not be the intended beneficiaries of the exemption. 
One method, that developed by the English, consists of gradually elimi- 
nating the deduction of the exemption for those above the exemption 
level. This is accomplished by graduating the exemption inversely with the 
amount of income and in that way graduating the rate of tax. In this sys- 
tem there are three critical levels: the floor below which no tax is paid; 
the ceiling above which no deduction for an exemption is allowed; and the 
intermediate class of incomes which are subject to a tax explicitly gradu- 
ated up to the ceiling level. Here the effort to adjust for the exemption by 
tapering it produces an explicitly progressive system, although within a 
limited range, and for a limited purpose. 

The American solution has been to allow all taxpayers to deduct the 
same amount of exemption regardless of their total income. Coupled with 
a flat tax this solution also yields a progressive tax, but the mathematics 
are slightly more complicated. It is true that the marginal rate of tax is not 
graduated except in the sense that for all taxpayers below the exemption 
level it is zero. However the effective rates of tax on the total incomes of 
taxpayers vary from zero to (but never quite reaching) the single flat rate 
as a limit. 

These are no minor mathematical truths. It is evident that the steep- 
ness of the progression which can be obtained by combining a flat tax and 
an exemption varies directly with the size of the exemption and the rate of 
the tax. At the initial rates of tax and with the exemptions to which we 
have become accustomed under our federal estate and income tax sys- 
tems, a very substantial degree of progression exists entirely independent- 
ly of the graduated rates.5 Under the federal estate tax, for example, the 
effective exemption is $60,000; this means that with a gross estate of 
$120,000 the nominal tax rate is cut in half because only one-half the es- 
tate is subject to the rate; and with a gross estate as large as $600,000 the 
exemption has the effect of discounting the nominal rate by 107%.™ For the 
bulk of taxable estates the exemption is a very significant factor in the 

24 There is a negligible set of notches in the personal income tax at present for taxpayers 
with gross incomes under $5,000 who elect to compute their tax from the tax tables. See Int. 
Rev. Code, Supp. T, 62 Stat. 129 (1948), 26 U.S.C.A. §401 (1951). 

8 This is also true of the gift tax. 


6 The marital deduction makes this progression much steeper since it in effect may double 
the size of the exemption. 
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actual progression of the tax. In the case of our federal income tax the 
exemption for the average married taxpayer is around $3,000.’ With a 
first bracket rate of about 20%, it is easy to appreciate that the exemption 
produces a substantial degree of progression apart from the graduation of 
rates. In fact, for the majority of income taxpayers all or practically all of 
the progression is still that which is derived from the exemption and not 
from the graduation of rates. 

If some progression is inescapable as a result of exemptions it might at 
first impression seem that the case for exemptions would give insight into 
the general case for progression. But this turns out not to be true. 

Although practically an exemption must produce progression, there is 
nothing in the case for exemptions, powerful as it is, which lends support 
to a general theory of progression. The case for exemptions has been 
rested on the diseconomy of collecting small amounts of tax out of many 
low incomes; on the futility of the state giving welfare benefits with one 
hand and taxing the recipients with the other; and on the disadvantages of 
anchoring judgments about tax rates and government expenditures to the 
capacities of the poorest members of the community.”* Whatever the 
strength of these considerations, they hardly have much relevance for a 
general theory of progression. It is true that the various justifications of- 
fered for progression can be adapted as even stronger justifications for 
fully exempting those below the minimum subsistence level. The clearest 
case of a difference, whether in the benefits received from government, or 
in the utility of money, or in inequalities of income, is found by comparing 
those below the minimum subsistence level with those above it. This 
however does not reach very far in supporting progression since one can 
always insist that he can draw a distinction at the minimum subsistence 
level but that he can draw no further ones among persons above that 
level.*9 

Again on first impression it might seem that, however different the case 
for exemptions and the case for general progression may be, an exemption 
once granted would produce a sufficient progression to obliterate any real 

#7 The present system allows a $600 exemption for the individual, another for his wife, and 
another for each dependent. In addition the optional standard deduction, which allows 10% 


of adjusted gross income up to a total deduction of $1,000, amounts to a further exemption 
for most taxpayers. However it is an exemption which varies with income. 


=§ U.S. Treas. Dep’t Study, Individual Income Tax Exemptions (1947); Bastable, Public 
Finance 317-20 (3d ed., 1922). 


9 But note Taussig’s comment: ‘‘The demand for the exemption of the lowest tier of 
incomes results from the same state of mind as the advocacy of progressive taxation. .. .” 
2 Taussig, Principles of Economics 499 (1911). 
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issue between general progression and proportion. At most, under this 
view, the issue would seem to be merely one of degrees of progression and 
not one of principle. But the debate can hardly be so illusory, and further 
analysis shows why a real issue of principle remains. 

A flat tax with an exemption—a degressive tax®*°—and a tax with gradu- 
ated marginal rates—a graduated tax—are not functional equivalents. Al- 
though a degressive tax can always be fully translated into a set of pro- 
gressive effective rates, and although a graduated tax can similarly always 
be fully translated into a set of progressive effective rates, there is no way 
of stating a given degressive tax by any set of graduated marginal rates, 
and there is no way of stating a given set of graduated marginal rates as a 
degressive tax. In other words, the two taxes can never be made equiva- 
lent in the sense of affecting all taxpayers under each system alike. 

The difference between the two patterns is not a random difference but 
a systematic one. In the case of a graduated tax it is possible to arrange an 
infinite variety of patterns of effective rates to raise a given amount of 
revenue. The striking thing about the progression in a degressive tax is 
that it always follows the same pattern. Because the progression is due 
to the exemption, it is possible to state a single mathematical formula 
which defines the slope of the progression curve in all cases regardless of 
the amount of the exemption or the level of the flat tax. This is true be- 
cause the progression results from the fact that the flat rate is applied to 
only a fraction of the total income and this fraction changes in size as the 
total income itself changes. Thus, where the total income is twice the 
amount of the exemption, the effective tax rate is one-half the nominal flat 
rate; where it is three times, the effective rate is two-thirds; where it is 
four times, the effective rate is three-fourths, and so on. 

From these mathematical propositions several important practical dif- 
ferences between a degressive tax and a graduated tax derive. The most 
obvious of these is that under a degressive tax the marginal rate of tax is 
always the same, and is identical with the nominal rate of the tax.%* For 
this reason a degressive tax does not have the disadvantageous effects of 
graduated rates on incentives to work, invest, or save. Under a degressive 
tax the marginal rate for some taxpayers is higher than it would be under a 
23° The term “degressive”’ as used here is restricted to the tax curve which results from 
allowing all taxpayers to deduct the exemption. This is our own usage of the term. It has usu- 


ally been used to describe any progressive tax curve with decelerating rates or any progressive 
tax curve which finally reaches a flat rate. 


23: It might be noted that this characteristic of a flat marginal rate is sufficient to indicate 


why a sacrifice theory premised on declining utility could never be offered as a rationale for 
such a tax. 
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graduated tax which raised the same amount of revenue; but the impor- 
tant point here is that the deterrent effect of the degressive tax does not 
grow as income increases. 

A second practical difference, which is a corollary of the flat marginal 
rate, is that a ceiling in effect is imposed on the marginal rate. Since the 
marginal rate is constant whatever the level of income, it cannot be in- 
creased for those with large incomes without there being an equivalent 
increase for those just above the exemption level. Consequently, as a prac- 
tical matter the marginal rate for the wealthy will be set at a level meas- 
ured by the tolerances of the lower or middle group of taxpayers. 

A third practical difference is that much of the uncertainty as to exact 
rate pattern which has plagued almost all arguments for progression ap- 
pears to be absent in the case of the degressive tax. As has been shown, 
there is only one possible curve of progression defined by a degressive tax. 
And, more significant, once the revenue goal is set only one judgment is 
required: where to draw the exemption line. Given this judgment, all 
other questions are automatically answered. 

There is another distinguishing characteristic of a degressive curve. In 
order to raise the same amount of revenue with a milder degree of progres- 
sion, it can be demonstrated that either some tax would have to be im- 
posed upon those who are below the exemption level, or the marginal rates 
of tax on those above the exemption level would have to be regressive. 
Neither of these alternatives is likely to be acceptable. It therefore follows 
as a practical matter that any pattern of graduated rates which raised the 
same amount of revenue as a given degressive tax would have to be more 
progressive. In this sense it can be said that, at a given level of exemption 
and at a given revenue goal, the degressive tax is the least steep form of 
progressive tax. 

These four differences between degressive and graduated tax structures 
make it clear why one can grant the case for an exemption and yet con- 
sistently reject any graduation. Each of the differences makes the degres- 
sive tax more conservative in tendency and operation than any compa- 
rable graduated tax. And taken together the points of difference are 


strongly suggestive of a basic difference in rationale underlying the two 
types of taxes.”3? 


232 The English scheme of abatements has been virtually a compromise of the two prin- 
ciples. So long as the abatements are rigorously limited it operates about the same as the 
degressive tax; but as the abatements become more generous the tax becomes explicitly pro- 
gressive. As noted in text, section 4 supra, the English have constantly experimented with 
the rates of abatement. It seems reasonably clear that during the nineteenth century the 
abatements were not regarded as a commitment to progression. 
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21. 


So long as a degressive tax is keyed to an exemption set by a rigorously 
defined minimum level of subsistence, the progression inherent in it, while 
not negligible, is not very arresting. This probably explains why the litera- 
ture on progression has had so little concern with the implications of de- 
gression.*3 

If in fact the exemption is set by a minimum subsistence standard there 
is really a further practical difference between the two taxes. The entire 
rate structure of any degressive tax is dictated, as has been noted, by the 
single judgment involved in setting the exemption. A judgment about 
minimum subsistence, although not without its difficulties, is certainly 
more objective than any of the multiple judgments required to set gradu- 
ated rates.**4 And even if one is concerned over the possibility of error in 
setting the subsistence level, the gradualness of the effective rates of a 
degressive tax for those not far above the exemption is probably sufficient 
insurance against the error being seriously painful. 

It may be difficult however to keep the exemption down at the level of 
sheer physical survival in our society. Once it starts moving upward to- 
ward a “decent standard of living,” the dollar significance of the exemp- 
tion increases and with it the scope of progression.”*5 More important, the 
objectivity of the judgment begins to dissolve and the area of controversy 
over where to draw the line increases. When this happens, there is but a 
short step to explicit graduation of rates, at least over a limited area. [f it is 
necessary to compromise conflicting judgments about where to set the ex- 
emption, the widest range of possible adjustments is offered by gradua- 
tion of rates on incomes in the area of controversy. Once such graduation 
has been introduced to solve the exemption problem the difference be- 
tween degression and graduation becomes a difference of degree only, and 
the idea of graduated rates is likely in time to spread throughout the tax 
structure. 

It is possible to move the exemption level out of the context of sub- 

233 The fact that a particular kind of progression is derived from an exemption is frequently 
noted in the literature. Cohen-Stuart for example refers to it as ‘‘Benthamite progression.” 


However it does not appear that anyone has studied the implications of a minimum subsistence 
exemption with a view to supporting a genera] theory of progression. 


234 Some of the factors which might be taken into account in setting the minimum sub- 
sistence income of a family are its size, the age of its members, and its location within the 
country. U.S. Treas. Dep’t Study, Individual Income Tax Exemptions (1947) is particularly 
useful in indicating the variations which regional differences might introduce. 


235 There is an extensive treatment by Pigou of the problem of defining the ‘‘national 
minimum standard of real income.’’ Pigou, Economics of Welfare Pt. V, c. XI (1920). 
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sistence altogether. In theory a degressive tax could be utilized to achieve 
one of the purposes customarily associated with graduated rates—the re- 
distribution of income in order to lessen economic inequalities. The federal 
income tax of 1894 with its $4,000 exemption came startlingly close to 
being this kind of tax. In any event it may be useful to complete the analy- 
sis of the case for progression by contrasting such a degressive tax with a 
comparable graduated tax, and to inquire whether, at this point, the issue 
between degression and graduation finally becomes trivial. 

If the exemption were high the range of the progression from the exemp- 
tion would be considerable and would be felt by the large majority of tax- 
payers. The conservative tendencies of degression—the flat marginal rate, 
the practical ceiling on the marginal rate, the single rate pattern and the 
single judgment required to set it, and the gentleness of the resulting pro- 
gression—would all still have significance. But of greater importance here 
is the fact that such a tax would have the merit of requiring a single, clear- 
cut distinction on grounds of inequality. The intended beneficiaries of the 
resulting redistribution would be sharply defined by the distinction be- 
tween the taxpaying community and the non-taxpaying community. Al- 
though the effective rates among taxpayers would vary with income, there 
would be no ambiguity about the objective of the proposal. In equality 
terms it would mean that a dividing line had been set; the society in effect 
would be saying it did not want to reduce by taxes the incomes of any 
who were below the line, and that it was not concerned with affecting the 
inequalities in the incomes of those who were above the line. This clarity 
would give the arrangement the added advantage, or disadvantage, of 
political candor. 

Such clarity in the judgment about equality also suggests that there is a 
basic ambiguity about the equalitarian objectives of a graduated tax. A 
degressive tax is basically limited to a comparison of two classes—those 
below and those above the exemption level. But a graduated tax neces- 
sarily involves the comparison of more than two classes. For convenience 
it can be analyzed by analogy to a comparison of three men: a low income 
man, a middle income man, and a high income man. Obviously there is 
inequality between the low income man and the middle and high income 
men. But there is also inequality between the high income man and the 
low and middle income men. The crucial point is that one of these in- 
equalities can be mitigated through taxation only at the price of not miti- 
gating so fully through taxation the other inequality. If steps are taken 
primarily to bring the high income man and the low income man closer, 
the gap between the middle and the low income men will be less changed 
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than it could have been. Similarly if steps are taken primarily to bring the 
high and middle incomes closer together, the gap between the middle and 
the low incomes will remain less changed than it could have been. And 
finally if steps are taken to reduce the gap between the middle and the low 
incomes, the gap between the middle the the high incomes will remain less 
changed.” The reason why this ambivalence is peculiar to a graduated 
tax can be stated generally. Under a degressive tax the progression among 
taxpayers presumably is simply a by-product and not the purpose of the 
tax; under a graduated tax designed to lessen economic inequalities the 
progression presumably is meant to affect not only high and middle 
incomes relative to low incomes, but also high incomes relative to middle 
and low incomes. 

This ambivalence of graduated rates is not an altogether academic 
point. It might well be at the heart of the controversy which is going on 
today over the kind of graduated rate pattern that should be adopted. In 
this connection it might be useful to think of the “middle class” in our so- 
ciety as being composed of those who are somewhat above the average 
income level, and the “upper class” as consisting of those who are far 
above it. Much of the current controversy over the rate pattern concerns 
the question how, if the progressive rates are to be increased, the lower, 
middle and upper groups are to share the burden of the increase. It is not 
obvious which solution would result in a more progressive tax in the sense 
of one which came closer to bringing about literal equality. Not only is it 
not obvious, but even if there were knowledge of precisely how many per- 
sons had incomes at each level of the income scale, there would still seem 
to be no basis for choosing between alternative rate patterns. Nor is the 
difficulty surmounted by deciding whether the proper scale of measure- 
ment is in terms of income classes or individuals. As long as there are at 
least three income classes, the fundamental ambiguity remains, and it is 
still necessary to decide whether, in stopping short of absolute equality, 
the objective is to bring the bottom and top closer together, or bring more 
persons closer to the top, or more persons closer to the bottom. 

But this is not the whole story. The degressive tax approach to mitigat- 
ing inequality has some serious drawbacks of its own. While in theory it is 


236 Tt is true that a particular set of graduated rates can in part reduce the gap between the 
top and the bottom men and in part reduce the gap between the middle and bottom. The clear- 
est case of this is where the bottom man is exempted and the other two are taxed in any ratio; 
both will be brought closer to the low man. But the degree to which the middle man is sub- 
ject to some tax is a degree to which the gap between the middle man and the top man is not 
reduced. 

The relationships stated remain the same even if the tax money is used to make welfare 
expenditures for the bottom man. The expenditures operate like an exemption for him. 
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possible to set the exemption at any level, and then set the single rate 
of the tax, as a practical matter severe limits are likely to be imposed by 
the magnitude of the revenue goal. Once the revenue goal is given, the 
height of the rate is fixed by the height of the exemption. If the revenue 
goal is relatively large, the price of a high exemption is prohibitively high 
rates. 

Another drawback is that degression would tend to relieve too large a 
part of the population from the obligation to pay taxes. Whatever the 
force of democratic participation by way of paying taxes**’ as an argument 
against having any exemption, it must be recognized that at some point 
surely there can be too large a number of citizens out from under the tax 
system. This suggests a rather forceful, and perhaps novel, way of looking 
at the function of graduated rates. On this view their main function is to 
permit a wider range for partial exemption from the full rate of tax and 
thus preserve wider democratic participation in government through pay- 
ing taxes.?3* 

These drawbacks suggest a final difficulty when on equalitarian grounds 
the exemption is set well above a rigorously defined minimum subsistence 
level. It may be that on re-examination the advantages of candor and 
clarity which were thought to inhere in reducing the issue of inequality to 
a single judgment are, after all, largely illusory. Any line, other than the 
rigorously defined minimum subsistence line, which attempts to set off 
those whose unequal position concerns us, is necessarily somewhat arbi- 
trary. Wherever the line is drawn, those who are near but above it will al- 
ways have adisturbing argument that, in terms of the economic inequalities 
which exist, their position is more like that of those below them who are 
exempt from the tax than it is like that of the wealthier above them. The 
logic of this contention always pushes the exemption one level higher 
until the tax rests only on the very wealthiest in the community and is at 
the highest rate practicable. Viewed in this way the drawback of relying 
on the exemption alone to cope with inequality may be that, while it has 
the not inconsiderable advantage that it requires only one judgment, it has 
the disadvantage that the one judgment cannot as a practical matter be 
made. Once again explicit graduation of rates offers a way of implementing 
judgments about inequality because it does not rely on a single judgment 
but admits of a series of less decisive judgments. In this sense gradua- 
tion is a compromise solution to the inequality issue. 


237 See Bastable, Public Finance 319 (3d ed., 1922). 
238 See Cohn, The Science of Finance 332 (Veblen trans., 1895). 
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There may then be a dilemma in the effort to get at the problem of eco- 
nomic inequality, at least above a rigorously defined minimum subsistence 
level. No one seriously proposes to bring everyone in the community to 
the exact same level of wealth or income. The problem accordingly is one 
of determining how to lessen inequality short of eliminating it altogether. 
The most intelligible decision—dividing the community into just two 
groups— is the least practicable, and the most feasible decision—to gradu- 
ate the community into many groups—is the least clear. 

From these observations and speculations about degression some fur- 
ther conclusions about progression in general are available. The difference 
between degression and graduated rates remains in the end one of prin- 
ciple, although it is a subtle difference. The proposal of either radically 
high or radically low exemptions will almost certainly invite the compro- 
mise proposal to graduate rates to some degree. If the exemption is of 
those below the subsistence minimum, graduation will be required to 
soften the impact of the tax on the poor. If the exemption is set high on 
equality grounds, both fiscal and political considerations will again call 
for graduated rates to keep enough persons in the system as taxpayers. 
Finally, these considerations invite a suspicion, albeit rather faint, that 
the whole elaborate superstructure of graduated rates is but a by-product 
of the difficulties of handling the exemption problem. 


22. 


It may be fitting to approach the conclusion of this study of the case for 
progression by looking once again explicitly at the relevance of govern- 
ment expenditures. At an early point in the discussion, in connection with 
the examination of benefit theory, direct attention was paid to the sig- 
nificance of expenditures. After that point the discussion proceeded on the 
express assumption that the allocation of the tax burden could be analyzed 
apart from the pattern of expenditures by the government. Now it is 
proper to consider whether this basic assumption has in any way distorted 
the analysis and to ascertain whether any additional insights about pro- 
gression can be gained by reflecting upon expenditures. 

In classifying government expenditures for present purposes it is con- 
venient to make two distinctions. There are expenditures the benefits of 
which are directly traceable to particular individuals and there are those 
the benefits of which are diffusely distributed throughout the community. 
Among the traceable expenditures there are those which are intended as 
“subsidies” to the recipients and there are those which are not intended as 
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subsidies. These two distinctions result in three general types of expendi- 
tures: those which are traceable but are not intended as subsidies, those 
which are not traceable, and those which are traceable and are intended as 
subsidies. 

The first type raises no new questions. Almost by definition such ex- 
penditures call for application of the benefit principle for distributing the 
tax burden created by them. Particular individuals are receiving economic 
benefits from the government under circumstances in which there is no 
intention to enrich them. Unless the beneficiaries are required to pay for 
the value of goods or services they receive, the expenditures would operate 
to bestow unintended subsidies on them, and thus to redistribute wealth 
or income. 

Expenditures of the second type—those the benefits of which are not 
traceable—are more complex to analyze. It will be recalled that the ex- 
istence of this category of expenditures has traditionally provided a deci- 
sive argument against wider use of the benefit principle. If the benefits of 
the expenditures of government cannot be traced directly, the tax burden 
corresponding to such expenditures cannot be allocated by application of 
the usual benefit criterion. The traditional way of proceeding analytically 
has been simply to ignore the expenditure side altogether and to assume 
that none of those who pay the taxes covering these expenditures receive 
any offsetting economic benefits. In effect this results in treating the col- 
lection of taxes as though it were only a common disaster—as though the 
tax money once collected were thrown into the sea. It is from this perspec- 
tive that much of sacrifice theory derives its original appeal, for the 
tax problem can then be stated as one of apportioning the burdens of the 
common disaster. Implicit in the notion that the disaster ought to be 
borne equally is the judgment that it ought not be the occasion for chang- 
ing relatively the real economic position of the parties. 

Except perhaps on the unkindest view of the good sense of government 
expenditures, it is of course a fiction to treat them as though they pro- 
duced no offsetting benefits. But like many fictions in law this fiction is a 
shorthand way of making sense. In general, if one must act and if the 
result of acting depends on at least two variables, one of which cannot be 
known within the time for action, the most reasonable course is not to act 
blindly but to act on the basis of the known variable only. In the present 
context this means that since we cannot trace the benefits flowing from the 
expenditures we should act on the basis of the knowledge we have—knowl- 
edge of the consequences of the collection of the tax alone. It thus is ra- 
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tional to use either sacrifice or economic equality criteria for the collection 
of taxes even though the expenditures may be producing, in an unknown 
way, offsetting benefits and thus defeating what we think we are doing. 

If this approach through ignorance is not appealing there is another way 
of looking at the matter which leads to the same conclusion. Although 
admittedly many expenditures of government cannot be traced directly, 
there is, as was suggested in the discussion of benefit theory, some plausi- 
bility to the assumption that all citizens benefit equally from such ex- 
penditures. The clearest instance is that of military expenditures for ex- 
terior security. Here the life and freedom of everyone in the community are 
equally at stake, and in this sense everybody equally benefits from the 
protection. In modern times virtually no one has been willing to follow up 
this clue as to benefits. The reason seems to be that the resulting tax would 
be regressive with income. The benefits of military protection, and other 
vital services of government, in no way put money or its equivalent in the 
taxpayer’s pocket. The only perceptible economic consequence of the tax 
and the expenditure would lie in the taking of equal sums from all taxpay- 
ers and thus in redistributing income in the direction of greater inequal- 
ity. Whether or not a case for increasing inequality ever could be made, it 
certainly is intolerable to predicate it on the cost of the indispensable 
activities of government. 

From this review it is seen that the case for progression is neither 
strengthened nor weakened by taking the first two categories of expendi- 
tures into account; and further, that in ignoring such expenditures the 
prior analysis of the merits of progression was not distorted. 

It is the third category of expenditures, those intended as subsidies— 
and here we are concerned only with welfare subsidies to those with small 
incomes—that has most often been tied to the case for progressive taxa- 
tion.*8* If the society is to make welfare payments, so the argument runs, 
must it not, to be consistent, collect the taxes to cover such payments on a 
progressive basis? Before turning to this question, it is important to dis- 
tinguish and to put aside one class of expenditures which, although not 
intended as subsidies, are frequently lumped together with subsidies as 
welfare expenditures. Any expenditures which operate on the insurance 
principle may furnish an example. It may be desirable that all members of 
the community be insured against accidents, ill health, and the like. If the 

"state elects to provide the compulsory insurance directly, it might decide 


239 Such welfare payments, especially if made in cash, can be viewed as an extension of the 
income tax below the exemption level, and hence as a ‘‘negative” income tax. 
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to collect the premiums in the form of taxes. But this by itself does not 
indicate what the pattern of such taxation ought to be. It could well be 
a sufficient welfare goal of the state to compel this much prudent “sump- 
tuary expenditure” by its citizens without at the same time seeking to re- 
distribute wealth or income. While this distinction between redistribution 
and sumptuary expenditures may be of crucial importance in analyzing 
the nature and merits of given welfare proposals, it need not concern us 
further. If only sumptuary expenditures and not redistributive objectives 
are involved, they would seem to be proper occasions for taxing according 
to the benefit principle. 

But even the true welfare subsidy presents no new arguments for, or 
against, progression. If one has decided that the cost of the general non- 
traceable expenditures of government should be borne progressively, the 
reasons supporting that decision necessarily would apply with at least 
equal force to apportioning the cost of welfare subsidy expenditures. Con- 
versely, if one has decided that such general expenditures should be borne 
proportionately, there is no impetus to reach a different conclusion as to 
the welfare payments. Where the payments are confined to those below 
the minimum subsistence level they are simply a means of implementing 
the judgment about the exemption itself. The cost of these payments 
stands on the same footing, from the point of view of allocating it among 
taxpayers, as the “cost” of the exemption. Thus whatever argument there 
may be about apportioning the burden of the welfare payments, it can 
only mirror arguments already met in the discussion of the exemption. 
Essentially the same analysis would apply where the exemption is set well 
above the subsistence level and specifically for the sake of redressing eco- 
nomic inequalities. 

In no case, then, need the nature of the expenditure affect the debate 
as to how the tax burden should be distributed. But it may be well to note 
that the character of the tax system may affect the nature and the magni- 
tude of the expenditures. The appearance of substantial welfare expendi- 
tures has almost paralleled the rise of progressive taxation. It is not im- 
probable that, as a political matter, some of the expenditures would not 
have been undertaken were it not for progression. 


23. 

The case for progression, after a long critical look, thus turns out to be 
stubborn but uneasy. The most distinctive and technical arguments ad- 
vanced in its behalf are the weakest. It is hard to gain much comfort from 
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the special arguments, however intricate their formulations, constructed 
on notions of benefit, sacrifice, ability to pay, or economic stability. The 
case has stronger appeal when progressive taxation is viewed as a means of 
reducing economic inequalities. But the case for more economic equality, 
when examined directly, is itself perplexing. And the perplexity is greatly 
magnified for those who in the quest for greater equality are unwilling to 
argue for radical changes in the fundamental institutions of the society. 

These implications apart, the theory of progression is a matter of major 
importance for taxation. The adoption of progression necessarily influ- 
ences the positive law of taxation more than any other factor. But in the 
end it is the implications about economic inequality which impart sig- 
nificance and permanence to the issue and institution of progression. Ulti- 
mately a serious interest in progression stems from the fact that a progres- 
sive tax is perhaps the cardinal instance of the democratic community 
struggling with its hardest problem. 
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COMMENTS 


FARMERS AND THE FEDERAL INCOME TAX 


Variations in the operation of the federal income tax may result in unequal 
tax burdens on different classes of taxpayers. These variations may be explicit 
or implicit in the structure of the Internal Revenue Code; they may be glossed 
onto the Code structure by the tax administrators; or they may result from 
judicial interpretation of a tax law in a manner favorable to a particular group. 
The federal income tax system contains countless discriminatory features of 
these types, and the consequent burdens or benefits affect a variety of classes 
of taxpayers. This comment is confined to a few such facets of the tax structure 
which are of importance to farmers’ as a taxpaying group. 


I 


While there is no systematic bias in the Internal Revenue Code favoring 
farmers as a taxpaying class, the Code’s definition of taxable income clearly 
operates to aid the farmer-taxpayer. Although Congress has defined gross in- 
come in sweeping terms,’ the definition is structured around the commercial 
transaction, and precludes a tax on imputed income.’ Included within the 
category of nontaxable imputed income are the use-value of the taxpayer’s 
durable personal goods and the value of his self-service. The exclusion of these 
items from taxable income is of particular importance to farmers, who are more 
self-sustaining than other classes of taxpayers. 

Section 22(a) of the Internal Revenue Code‘ provides that: 

“Gross income”’ includes gains, profits, and income derived from salaries, wages, 
or compensation for personal service . . . of whatever kind and in whatever form paid, 
or from professions, vocations, trades, businesses, commerce, or sales, or dealings in 
property, . . . also from interest, rent, dividends, securities, or the transaction of any 


business carried on for gain or profit, or gains or profits and income derived from any 
source whatever. 


* The Treasury Regulations provide that ‘‘{ajll individuals, partnerships, or corporations 
that cultivate, operate, or manage farms for gain or profit, either as owners or tenants, are 
designated as farmers. A person cultivating or operating a farm for recreation or pleasure, the 
result of which is a continual loss from year to year, is not regarded as a farmer.” Treas. Reg. 
111 § 29.22(a)-7 (1951). 

2 Int. Rev. Code § 22(a), 26 U.S.C.A. § 22(a) (1948). 


3‘‘Imputed income” may be distinguished from other income in kind, in that it does not 
arise from the ordinary market process. It may be defined ‘‘as a flow of satisfactions from dura- 
ble goods owned and used by the taxpayer, or from goods and services arising out of the per- 
sonal exertions of the taxpayer on his own behalf.” Marsh, The Taxation of Imputed Income, 
58 Pol. Sci. Q. 514 (1943). 


4Int. Rev. Code § 22(a), 26 U.S.C.A. § 22(a) (1948). 
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Although it might have been argued that imputed income is taxable as “in- 
come derived from any source whatever,” the emphasis which Section 22(a) 
places upon the receipt of money or property as a taxable event precluded such 
a construction. It should also be noted that other sections of the Code impose a 
tax upon annual increases in the value of property only when income has been 
realized through a disposition of the property.’ The requirement that such an- 
nual gains be “realized” in order to qualify as taxable income is persuasive 
evidence that the terms of Section 22(a) do not sanction a tax on any “income” 
unless a similar prescribed taxable event, such as the receipt of money or prop- 
erty, has taken place.* And since consumption has never been regarded as re- 
alization, imputed income could not qualify as taxable income under Sec- 
tion 22(a). 

The omission of Congress to upset this settled construction of Section 22(a) 
and substitute the proposition that the use of durable consumer property gives 
rise to taxable income introduces some serious inequities into the tax system.’ 
Critics of the tax immunity now accorded imputed income point to the omis- 
sion of the rental value of owner-occupied homes from the Code’s definition of 
income.® Since persons who do not own homes must use taxable funds to pay 
rent, home-owners are, in effect, subsidized by the exclusion of the rental value 
of their homes from taxable income. 

This “subsidy” is accentuated by permitting home-owners to deduct part 
of the cost of owning homes from their gross income. Thus, property taxes and 
interest charges may be deducted.® When the optional standard deduction was 

5 Section 111 of the Code provides that: ‘‘(a) . . . The gain from the sale or other disposi- 
tion of property shall be the excess of the amount realized therefrom over the adjusted basis. 
...(b)... The amount realized from the sale or other disposition of property shall be the 


sum of any money received plus the fair market value of the property (other than money) 
received.” Int. Rev. Code § 111, 26 U.S.C.A. § 111 (1948). 


® A constitutional argument against a tax on imputed income probably would not prevail, 
although it was thought, at first, that the Sixteenth Amendment required that all taxable 
income be realized. The Court in Eisner v. Macomber, 252 U.S. 189, 207 (1920), set forth the 
requirement that income must be ‘a gain, a profit, something of exchangeable value proceeding 
from the property, severed from the capital . . . and coming in”; see Merchants Loan & Trust 
Co. v. Smietanka, 255 U.S. 509, 519 (1921). Later cases indicate, however, that “‘the rule 
{requiring realization of income], founded on administrative convenience, is only one of post- 
ponement of the tax to the final event of enjoyment of the income . . . and not one of exemp- 
tion from taxation” Helvering v. Horst, 311 U.S. 112, 116 (1940); cf. Helvering v. Griffiths, 
318 U.S. 371 (1943). 

7 If Section 22(a) of the Internal Revenue Code were redefined to include imputed income, 
taxable income would be much closer to the economist’s definition of income. Simons, for 
example, defines income as the ‘‘algebraic sum of (1) the market value of rights exercised in 
consumption, and (2) the change in the value of the store of property rights between the be- 
ginning and end of the period in question.” Personal Income Taxation 50 (1938). Haig defines 
income as the ‘‘money value of the net accretion to one’s economic power between two points of 
time.” The Federal Income Tax 7 (1921). Cf. Magill, Taxable Income 191-97 (1936). 


5 See, for example, Marsh, op. cit: supra note 3; Vickrey, Agenda for Progressive Taxa- 
tion 18-35 (1947). 


9 Int. Rev. Code § 23(b), (c), 26 U.S.C.A. § 23(b), (c) (1948). 
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made part of the Code in 1944,"° this additional home-owner subsidy was 
weakened to the extent that a great majority of taxpayers claim a blanket de- 
duction of ten per cent of adjusted gross income (limited to a maximum of 
$1,000) instead of the normally allowable expense deductions specified in the 
Code. If, for example, a taxpayer who rents his home and a taxpayer who 
owns his home both claim the optional standard deduction in lieu of deducting 
the aggregates of their otherwise allowable expense deductions, the home-owner 
will nave lost his pre-1944 tax advantage which was due to the deductibility 
of property taxes and interest charges under Section 23 of the Code. 

However, the more basic discrimination arising from the nontaxability of 
the rental value of owner-occupied homes remains in the tax structure; and the 
discrimination is of particular importance to farmers as a taxpaying class, for a 
higher percentage of farm residences are owner-occupied than are nonfarm 
residences." 

The omission from taxable income of the value of home-produced food con- 
sumed by the taxpayer” is also significant to farmers, who comprise the only 
group of taxpayers materially affected by this omission. However, the dis- 
crimination resulting from the failure to tax the value of food consumption is 
not accentuated by permitting expense deductions, as is the case in the home- 
owner situation, for the farmer is not permitted to deduct from gross income 
the cost of raising food which he consumes."? Farmers are required to reduce 
yearly expense deductions by an amount equal to the cost of raising food for 


each member of the family." The value of the food will generally far exceed 
that amount, and this excess is the tax-free benefit. 

Although the omission from taxable income of the value of home-produced 
food consumed by the taxpayer and the rental value of the taxpayer’s home 
offers most tax savings per dollar’s worth of food and “‘rent’’ to farmers in the 
upper income brackets, the omission is also important to farmers at the bottom 


10 Int. Rev. Code § 23(aa), 26 U.S.C.A. § 23(aa) (1948). 


1 The 1940 census reports indicate that 53.4% of farm residences are owned wholly or 
partially by their occupants, while 41.1% of nonfarm residences are owner-occupied. The 
difference between farm and nonfarm residences in this respect is diminishing; in 1890, 65.9% 
of farm homes were owner-occupied, as compared to 36.9% of nonfarm homes. Bureau of Cen- 
sus (16th Census of U.S.), 2 Housing: General Characteristics (1948). 


13 “Tf products of a farm consumed thereon are income to the producer, it would seem to 
follow that the rental value of the farmer’s home, the gratuitous services of his wife and 
children, and the value of the power derived from draft animals owned by the farmer and used 
without cost should also be so considered. It is obvious that such items are comparable to 
the rental value of a private residence, which has never been regarded as income.” Morris v. 
Comm’r, 9 B.T.A. 1273, 1278 (1928). 

13 1 CCH Fed. Tax Rep. § 61.04 (1951); T.D. 2665 (1918). The value of produce grown upon 
the farm and the value of the farmer’s labor cannot be included within expense deductions for 
feeding livestock. Treas. Reg. 111, § 29.23(a)-11 (1951). 

™ Many rural tax agents require that $55.00 be deducted for each adult member of the 
farmer’s family, and $35.00 for each child. Morris, Getting the Maximum Tax Savings for Far- 
mers, 69 J. Account. 490, 494 (1950). 
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of the income scale, who would otherwise be required to use a large share of 
income for purchasing food and housing. Even though this tax immunity aids 
less wealthy farmers, however, it should be noted that most nonfarmers in a 
comparable financial position must use taxable funds to purchase their food 
and housing. 

As a result of the omission of a tax on imputed income, all taxpayers enjoy 
some amount of tax-free goods and services,"5 but the farm group in particular 
is in a position to obtain larger amounts of tax-free food and housing than other 
groups of taxpayers."® 

II 


When a farmer consumes goods which he has produced, he engages in an 
activity which has the same effect upon his economic position as the receipt of 
income, for he has “saved” that part of his money income he would otherwise 
have had to spend for the goods. And in another sense, farm products bear a 
resemblance to other forms of “income,” as distinguished from income-produc- 
ing property, if the farm is thought of as the underlying property which pro- 
duces such things as crops and livestock. And so the Commissioner has force- 
fully argued that “(t]he products of a farm are, from the beginning, in the na- 
ture of income.’’?? The argument has cropped up in a variety of situations in- 
volving dissimilar tax doctrines,"* but its implications are perhaps most sig- 
nificant in the area of tax law concerned with attempts to transfer tax incidence 
through gifts of income. 

In Helvering v. Horst,'® the taxpayer clipped some negotiable coupons from 
his bonds and gave them to his son. The interest paid to the son later that year 
when the coupons matured was held to be includible within the income of the 
father, and not the son. The Court viewed the assignment of the coupons as a 
gift of income, rather than of income-producing property, and since “[t}he 
dominant purpose of the revenue laws is the taxation of income to those who 
earn or otherwise create the right to receive it and enjoy the benefit of it when 
paid,’’*° the assignment could not operate to transfer tax incidence from father 


*S Marsh states that ‘“‘compared to imputed residential rent, the other items of taxable 
imputed income are almost insignificant.” Marsh, op. cit. supra note 3, at 523. See also 
Vickrey, op. cit. supra note 8, at 18. 

6 Tt should also be noted that the availability of tax-free food and housing probably en- 
ables many farmers to purchase the services of laborers at lower rates than those which they 
would otherwise pay. 

'7 LT. 3910, 1948-1 Cum. Bull. 15. 

In L.T. 3815, 1946-2 Cum. Bull. 30, for example, the Commissioner argued that farm 
products are in the nature of income because he wished to allocate part of the proceeds from 
the sale of a citrus grove to the immature fruit, and classify this part of the proceeds as ordi- 
nary income, rather than capital gain. See text at note 54 infra. 


19 311 U.S. 112 (1940). 
2° Thid., at 119. 
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to son. Although a donor of bond coupons does not receive the interest pay- 
ments, said the Court: 

{H]e has nevertheless, by his act, procured payment of the interest as a valuable 
gift to a member of his family. Such a use of his economic gain, the right to receive 
income, to procure a satisfaction which can be obtained only by the expenditure of 
money or property, would seem to be the enjoyment of income whether the satis- 
faction is the purchase of goods at the corner grocery, the payment of his debt there, 
or such non-material satisfactions as may result from the payment of a campaign 
or community chest contribution, or a gift to his favorite son.” 


The Commissioner in 1948 used the Horst decision as the basis for two of his 
rulings, wherein he decided (1) that a farmer who contributes agricultural prod- 
ucts to charitable organizations must include the fair market value of the 
products in his gross income for the year of the contribution,” and (2) that a 
farmer who gives feeder cattle to his son must include the fair market value of 
the cattle in his gross income for the year in which the gift is made.*3 

The Commissioner’s rulings presupposed that farm products are in the na- 
ture of income; that a cow, for example, is more like the coupon on a bond than 
it is like the bond itself. Even if it is granted that a cow is properly categorized 
as income rather than as income-producing property, however, the Commis- 
sioner was applying a rule which was unlike the one prescribed in the Horst 
case. 

The Commissioner decided that a farmer realizes income at the time he gives 
feeder cattle to his son or at the time he contributes crops to charity. In the 
Horst case, the Court did not have to decide when the realization of income 
took place, for the donor had given the bond coupons to the donee in the same 
year as the donee collected the interest. There is some language in the Horst 
opinion which lends support to the Commissioner’s view; the opinion states, for 
example, that “[t]he power to dispose of income is the equivalent of ownership 
of it. The exercise of that power to procure the payment of income to another is 
the enjoyment, and hence the realization, of income by him who exercises it.”’*4 
Elsewhere in the opinion, however, the Court states that: 


* Thid., at 117. 
#1.T. 3910, 1948-1 Cum. Bull. 15. 


3 I.T. 3932, 1948-2 Cum. Bull. 7. For a critical analysis of these rulings see Miller, Gifts of 
Income and of Property: What the Horst Case Decides, 5 Tax L. Rev. 1 (1950). In the case 
with which the breeder cattle ruling was concerned, the fair market value of the cattle at the 
time of the gift from father to son was $1500. The son later sold the cattle for $2100. The Com- 
missioner held that the father’s basis was 0, since he had consistently deducted the cost of 
raising the animal. The son’s basis, according to the Commissioner, was $1500, or the value 
of the cattle at the time of the gift. Miller points out that Section 113(a)(2) of the Internal 
Revenue Code provides that “If the property was acquired by gift . . . the basis shall be the 
same as it would be in the hands of the donor or the last preceding owner.” Accordingly, 
Miller contends (viewing this as a gift of property), the donor’s basis should be o and the donee’s 
basis should be $2100. 


24 Helvering v. Horst, 311 U.S. 112, 118 (1940) (italics added). 
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It is the statute which taxes the income to the donor although paid fo his donee. .. . 
When, by the gift of the coupons, [the donor] has separated his right to interest pay- 
ments from his investment and procured the payment of the interest to his donee, he has 
enjoyed the economic benefits of the income. . . .* 


The Commissioner’s interpretation of the Horst opinion was rejected by the 
Tax Court in Farrier 1. Comm’r.* In that case, the taxpayer had given some 
heifers and calves to her daughter; the Commissioner insisted that their value 
should be taxable to the donor in the year in which the gift was made, even 
though the animals had never been sold by the daughter. The Court refused to 
extend the Horst case in this manner, stating that “[n]o income is involved. 

. The income, if there was ever to be any, had to await the sale of the cattle.”’” 
The court thus not only refused to concede that the giving of an item of in- 
come could in itself qualify as a taxable event, but also refused to hold that it 
was dealing with a gift whose subject matter was “in the nature of income.” 
The court felt that the donor “simply made a gift of the property itself.’”** The 
Farrier decision therefore indicates not only that the doctrine of the Horst case 
is to be kept within carefully proscribed limits insofar as the realization require- 
ment is concerned,*? but also that the Commissioner is going to face rough 
judicial battles whenever he contends that “t]he products of a farm are, from 
the beginning, in the nature of income.’’s° 


It 


The Internal Revenue Code provides that net income shall be computed 
“in accordance with the method of accounting regularly employed in keeping 
the books” of the taxpayer." Such method must, however, “clearly reflect the 


*s Ibid., at 119, 120 (italics added). 27 Tbid., at 284. 

% 15 T.C. 277 (1950). 28 Thid. 

#9 Cf. Griswold, Charitable Gifts of Income and the Internal Revenue Code, 65 Harv. L. 
Rev. 84 (1951). Griswold argues that the Commissioner reaches a sound result in including 
the fair market value of a charitable contribution in the donor’s gross income when the con- 
tribution is made, since such a course precludes what is, in effect, a ‘‘double deduction” — 
a deduction of the cost of producing the thing given, plus a deduction for a charitable con- 
tribution under Section 23(0) or 23(q) of the Code. As Griswold demonstrates, however, the 
“double deduction” could as easily be prevented by disallowing a charitable contribution 
deduction when ‘‘the gift is of property which would be included in the taxpayer’s inventory 
or is otherwise of property the proceeds of which would be fully included in gross income.” 
Tbid., at 92. 

3° I.T. 3910, 1948-1 Cum. Bull. 16. If the Commissioner were to shift his argument, con- 
ceding that intra-family gifts of farm products are gifts of property rather than of income, 
he might argue that the rule of Helvering v. Clifford, 309 U.S. 331 (1940), should be applicable: 
that the donor-father, for example, retains ‘‘enough” rights in the subject matter of the gift 
to the donee-son so that the attempted transfer of tax incidence is ineffective. The Com- 
missioner has been unsuccessful in pursuing this line of argument, however. See Visintainer v. 
Comm’r, 187 F. 2d 519 (C.A. roth, 1951); Alexander v. Comm’r, 190 F. 2d 753, 755 (C.A. sth, 
1951), wherein the court warned that ‘‘(t]here is a distinction between managerial control over 
income producing property with the consent of the actual owner, and the absolute right of con- 
trol over both the property and the income derived therefrom.” 

31 Int. Rev. Code § 41, 26 U.S.C.A. § 41 (1948). 
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income,” and within this limitation, all taxpayers are permitted to elect be- 
tween the cash and accrual methods of determining revenue and expenses during 
the tax period.** However, the Code provides that the Commissioner may re- 
quire that inventories be considered in computing taxes whenever he decides 
that they are necessary “in order clearly to determine the income.” The Com- 
missioner has so decided in certain instances, and has provided that: 

In order to reflect the net income correctly, inventories at the beginning and end 
of each taxable year are necessary in every case in which the production, purchase, 
or sale of merchandise is an income-producing factor.*4 


Where inventories are so required, the Commissioner also requires that the 
accrual method of accounting be used, at least with regard to purchases and 
sales, and to this extent the accrual method is mandatory for nonfarmers.*s 

The purpose of the accrual method is to give a more accurate description of 
annual income by a matching of revenue items with appropriate items of ex- 
pense. The cost of producing revenue during a tax period can thereby be de- 
termined with a degree of accuracy which is much higher than that obtained 
through the simpler cash method of accounting. 

Despite this consideration, the Commissioner has permitted all farmers to 
operate on either the cash or accrual (inventory) method.** In so doing, the 
Commissioner has yielded to the bookkeeping practices of the preponderant 
majority of farmers. Before the federal Revenue Acts were passed, many farm- 
ers kept no books at all; today, most farmers use the cash method of account- 
ing, and over ninety per cent use the cash method for federal income tax 
purposes.3? 

The Commissioner’s Regulations provide that: 

A farmer reporting on the basis of receipts and disbursements (in which no in- 
ventory to determine profits is used) sha]] include in his gross income for the taxable 
year (1) the amount of cash or the value of merchandise or other property received 
during the taxable year from the sale of livestock and produce... (2) the profits 
from the sale of livestock or other items which were purchased, and (3) gross income 
from all other sources.* 


# Int. Rev. Code § 43, 26 U.S.C.A. § 43 (1948). 

33 Int. Rev. Code § 22(c), 26 U.S.C.A. § 22(c) (1948). 

34 Treas. Reg. 111, § 29.22 (c)-1 (1951). 

38 Treas. Reg. 111, § 29.41-2 (1951). Congress was slow in recognizing the utility of the ac- 
crual method, and it was only after a long legislative struggle that it became firmly entrenched. 
Consult Reimer, Differences in Net Income for Accounting and Federal Income Taxes (1949) 
for the legislative history. In approving the use of the accrual method for tax purposes, the 
United States Supreme Court stated that it would ‘‘enable taxpayers to keep their books and 
make their returns according to scientific accounting principles, by charging against income 
earned during the tax period, the expenses incurred in and properly attributable to the process 
of earning income during that period.” United States v. Anderson, 269 U.S. 422, 440 (1926). 

3% Treas. Reg. 111, § 29.22(c)-6 (1951). 

37 Morris, op. cit. supra note 14; Throckmorton, Federal Taxation of the Farmer, 34 Iowa 
L. Rev. 251 (1949). 

3 Treas. Reg. 111, § 29.22(a)-7 (1951). 
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If, however, the farmer elects to report on the accrual method, the Regulations 
provide that he must follow the usual methods of accrual accounting.’® The 
farmer’s accounting formula in that case will parallel the one prescribed for any 
manufacturer. 

If a farmer produces a crop which takes more than a year from planting to 
harvesting, he may, with the consent of the Commissioner, compute his gross 
income upon the “‘crop basis.” Under the crop basis, the farmer reports all pro- 
ceeds from the sale of the crop’in the year in which they are realized, but he 
must also deduct the entire cost of raising the crop in that year.*° 

All farmers may, therefore, elect from among two or three basic accounting 
techniques, whereas most nonfarmers who are in the business of selling products 
must adhere to one prescribed basic accounting technique. Since the vast ma- 
jority of farmers use the cash method of accounting, one segment of the tax- 
paying population is permitted to compute changes in net worth in a cruder 
manner than the rest, and in a manner which may lead to tax savings. 

A farmer may, by electing to operate on the cash basis, completely disregard 
his inventories in computing income. It should be noted, however, that a danger 
which would be present in permitting a manufacturer to operate on the cash 
basis is absent in the case of the farmer who raises and sells crops. If the manu- 
facturer were permitted to use the cash basis of accounting, he could reduce net 
income by using current revenue to purchase additional inventories, and he 
could conceivably have no taxable income at all if he were to expand at the 
“proper” rate. The farmer who raises and sells crops, on the other hand, cannot 
stockpile inventories to any great extent, for he is limited by the perishable na- 
ture of his produce. This limiting factor is not operative in the case of the farmer 
who owns a dairy or breeding herd, but the Regulations do not permit ranchers 
to treat the cost of purchasing additional animals as a current expense deduc- 
tion.“ Such purchases are categorized as capital investments and will reduce 
net income only in the form of increased depreciation deductions. The cash 
basis farmer thus cannot reduce current taxable income by expanding his 
farming or ranching operation. 

The cash method offers more opportunity to shift items of revenue and ex- 
pense from one tax period to another than does the accrual method. A cash 
method taxpayer may postpone recognition ofan item of expense by omitting 
to make payment until a subsequent tax period, and a tax saving will result if 
the expense can be offset against a large revenue item in the later period. The 
constructive receipt doctrine, which is now well settled in the tax law, places a 

39 Ibid. If a farmer elects to report on the accrual method, ‘“‘his gross profits are ascertained 
by adding to the inventory value of livestock and products on hand at the end of the year the 
amount received from the sale of livestock and products... and deducting from this sum 
the inventory value of livestock and products on hand at the beginning of the year and the 
cost of livestock and products purchased during the year.” Treas. Reg. 111, § 29.22(a)-7 (1951). 

Ibid. 

# Treas. Reg. 111, § 29.23(a)-11 (1951). 
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limit on the ability to postpone receipt of revenue items, however.” Apart from 
this incentive to offset revenue against expense, the progressive nature of the 
income tax may make it desirable to level income by recognizing an item of 
revenue in a period other than that in which the taxpayer has an unconditional 
right to receive it, or by recognizing an item of expense in a period other than 
that in which the taxpayer incurs an obligation to pay. And the cash method 
taxpayer has more opportunity to level his income than does the accrual method 
taxpayer. 

Of course, the farmer may in certain years pay a higher tax because he has 
elected to operate on the cash method. Losses or gains will vary with changing 
harvests, prices and tax rates; but over a long period of time, the cash method 
is certain to offer more flexibility than the accrual method. Although the farmer 
is not permitted to change his accounting method without the consent of the 
Commissioner, he does have the initial opportunity of selecting the basic ac- 
counting technique that is best suited for his particular enterprise,** and he 
does have more of a chance to shift items of revenue and expense than does the 
accrual method taxpayer. To this extent, the Internal Revenue Code and the 
Commissioner’s Regulations have provided the farm group, along with other 
groups of taxpayers who have developed specialized approved accounting 
formulae, with avenues for possible tax savings. 


IV 


Section 117(j) of the Internal Revenue Code“ provides that gains from the 
sale or exchange of certain real or depreciable property, held for longer than six 
months, and used in the trade or business, may be treated as capital gains. In 
order to come within the scope of the Section, the property must not be “‘of a 
kind which would properly be includible in the inventory of the taxpayer if on 
hand at the end of the taxable year,” and must mot be “held by the taxpayer 
primarily for sale to customers in the ordinary course of his trade or business.”’ 

At the end of each tax period, the taxpayer is permitted to balance his ‘“‘Sec- 
tion 117(j) gains” with his ‘‘117(j) losses.” If the gains exceed the losses, the 
excess is treated as a net long-term capital gain; but if the gains do not exceed 
the losses, neither gains nor losses are accorded capital asset treatment. Thus, 

#In Hineman v. Brodrick, 99 F. Supp. 582 (D.C. Kans., 1951), for example, a grain ele- 
vator association postponed payment for wheat shipments at the farmer’s request. Since it 
was customary to pay for the wheat upon delivery, the court held that the farmer-taxpayer 
ne in constructive receipt of the purchase price and had realized income in the year of de- 

very. 

43 For a discussion of some of the situations in which the liberty of choosing an accounting 
technique results in tax savings for farmers, see Morris, op. cit. supra note 14; Throckmorton, 


op. cit. supra note 37; Foster, Farm Income Tax Problems, 36 Ill. Bar. J. 312 (1948); Keaton, 
Practical Farm Tax Problems, 22 Ind. L.J. 151 (1947). 


44 Int. Rev. Code § 117(j), 26 U.S.C.A. § 117(j) (1945). The Section has an interesting and 
complicated history. Consult Brookes, The Expanding and Potential Scope of Section 117(j), 
Proceedings of the U.S.C. School of Law Tax Institute 299 (1950). Efforts to repeal the Section 
in 1951 were unsuccessful. 





19521 COMMENTS 531 


the Section never imposes upon the taxpayer the risk of paying a larger tax than 
he would have paid in the absence of the Section. And although the Section pre- 
scribes a system of balancing gains against losses, the taxpayer may, by post- 
poning 117(j) losses to another period, manage to get capital gains treatment 
for all 117(j) gains during the current period. The postponed 117(j) losses will, 
in turn, be treated as ordinary losses if there are no offsetting gains during the 
later tax period.‘ Similar tax savings may, of course, be obtained by recognizing 
117(j) losses in the current period, and postponing 117(j) gains to a later period. 

It is clear that Section 117(j) was not meant to apply to sales of stock in 
trade, or to normal, recurring business transactions; it was meant to lessen the 
burden which would be incurred if a normal tax were placed upon gains from 
abnormal business transactions.“ The first comment on the measure by the 
Bureau of Internal Revenue concerned itself with the applicability of 
the Section to sales of livestock.47 The Commissioner ruled that livestock 
which were purchased for draft, breeding, or dairy purposes, and not pri- 
marily for sale, comprised property whose eventual sale might bring it under 
Section 117(j). The Commissioner then stated that “(t]he sale of animals culled 
from the breeding herd as feeder or slaughter animals in the regular course of 
business is not to be treated as the sale of a capital asset.’’** So the benefits of 
the Section were not to be accorded “culls”—the undesirable animals that 
farmers remove from dairy and breeding herds and sell each year. 

The Commissioner realized the impracticality of accurately recording the 
sales of all such culls from large herds, and in a later ruling*® provided a prima 
facie test, which stated that the farmer could not receive capital gains treat- 
ment for sales of culls if he maintained his herd at the same size; if, however, 
he decreased his herd by selling culls, the sales would be treated as dispositions 
of capital assets. This ruling thus precluded a lower tax on’ recurrent transac- 
tions which did not operate to reduce the size of the taxpayer’s business 
property. 

The Commissioner’s rulings were contested and overruled in Albright v. 
United States.’° Albright had sold some culls from his breeding herd, and re- 


45 If, for example, a taxpayer has a 117(j) loss of $10,000in 1950 and a 117(j) gain of $10,000 
in 1950, the two will offset each other and result in neither a net gain or loss. If the taxpayer 
postpones his 117(j) gain to 1951, however, his 1950 117(j) loss will be treated as an ‘ordinary 
loss,” and will be fully deductible. His 1951 117(j) gain will be taxed at capital gains rates. The 
net result of postponing his 117(j) gain is a tax saving of $5,000. 


# It has been said that the purpose of a lower tax on capital gains ‘‘is to alleviate the burden 
which would be incurred by the taxpayer should that gain be classified as ordinary income over 
a short period when, in fact, it had accrued over a long period of investment.” Boomhower v. 
Comm’r, 74 F. Supp. 997, 1001 (N.D., Iowa, 1947). Consult Miller, The ‘‘Capital Asset” 
Concept: A Critique of Capital Gains Taxation, 59 Yale L.J. 837, 1057 (1950). 


47 LT. 3666, 1944 Cum. Bull. 270. 
4 Tbid., at 272. 
# LT. 3712, 1945 Cum. Bull. 176. 8° 173 F. 2d 339 (C.A. 8th, 1949). 
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placed them with healthier animals he had raised.** The Commissioner decided 
that the proceeds of the sale were fully taxable as ordinary income; but Albright 
contended that under Section 117(j) the proceeds constituted a capital gain. 
The court found for Albright, holding that all the requirements of Section 117(j) 
had been met. The Commissioner had based his opposition to the taxpayer on 
the argument that the livestock were held by the taxpayer “primarily for sale.” 
The court looked to the intent of the taxpayer in acquiring the livestock, and 
found that he was in the business of maintaining a breeding herd, rather than 
selling nonbreeding livestock. Although the taxpayer knew that some of the 
livestock would recurrently be sold, his primary purpose was to use the animals 
for breeding purposes, and so he brought himself within the language of Sec- 
tion 117(j). 

The Albright rule’ accorded capital gains treatment to transactions which as 
a class are recurrent and expected. The farmer usually sells culls from his breed- 
ing or dairy herd every year—and his tax is considerably lowered every year— 
because such sales come under Section 117(j). But customary trans- 
actions of this sort, yielding fixed returns, are not usually accorded 
capital gains treatment. A great deal of difficulty in the Albright situa- 
tion arises because of the dual nature of the property involved. While 
the property is held by the taxpayer it is used in his business and is not 
“held for sale,” but when its period of usefulness has expired, it clearly is “‘held 
for sale,” and this was understood from the moment of acquisition. It might 
have been proper, for the purposes of Section 117(j), to have recognized that a 
certain part of each herd of breeder cattle is intended to be sold to customers 
regularly after a fixed holding period, even though this part of the herd may be 
used as business property during the holding period. By not making such a dis- 
tinction, the courts have extended to many farmers a sizeable tax advantage not 
normally open to other classes of taxpayers. 

Section 117(j) has been held to be applicable to another class of farm transac- 
tions involving gains which bear some resemblance to ordinary income. Owners 
of citrus groves often sell their entire holdings, including the immature fruit on 

5 Albright’s herd of breeding hogs was also in issue in the case. Each year he sold his en- 


tire herd of breeding hogs, as is customary in the hog-raising business, and replaced them with a 
new herd of young hogs. It was held that such sales come within the scope of Section 117(j). 

5? Since Albright used the cash method of accounting, the Commissioner did not contend 
that the livestock were “‘properly includible” in the farmer’s inventory. In Fawn Lake Ranch 
Co., 12 T.C. 1139 (1949), wherein the taxpayer involved used the accrual method and in- 
ventoried its cattle, the court decided that the inventorying was a “‘convenience of accounting,” 
and held that the proceeds from the sale of inventoried cattle came within the scope of Section 
117(j). The dissenting judge stated that ‘‘I am unable to conclude that Congress did not legis- 
late with regard to existing and established methods of accounting in the various forms of 
enterprise and that it did not intend to exclude, as property ‘used in the trade or business,’ 
the breeding herd of a ranching operation.” Ibid., at 1146. 


53 For some examples of the application of the Albright rule, see Miller v. United States, 
98 F. Supp. 948 (D.C. Neb., 1951); Davis v. United States, 96 F. Supp. 785 (D.C. Iowa, 1951); 
Bennett v. United States, 89 F. Supp. 106 (D.C. Tex., 1950); Isaac Emerson v. Comm’r, 12 
T.C. 875 (1949). 
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the trees. The Commissioner has contended that the fruits are held primarily 
for sale to customers, and “regardless of the stage of their development,” the 
part of the gain from the sale of the entire grove allocable to the fruit should be 
treated as ordinary income.*4 

The Commissioner’s allocation formula was rejected by a District Court in 
Irrgang v. Fahs,55 the court holding that since the taxpayer “sold herself out of 
business for a lump sum consideration,” and since she was in the business of 
selling ‘mature fruit as a product separate from the grove,” the entire gain on 
the sale would be accorded the benefit of Section 117(j). A different result was 
later reached by the Tax Court in Watson v. Comm’r.® In this case too, the tax- 
payer argued that a sale of immature fruit should not give rise to ordinary in- 
come because she was “in the business of producing and selling ripe oranges and 
not in the business of producing and selling green oranges.” In holding for the 
Commissioner, the court answered: 
[T]he primary purpose and objective of the farmer or fruit grower is the sale of his 
crop to some customer or customers . . . we are unable to see how the holding of the 
oranges primarily for sale to customers is changed to a holding primarily for some 
other purpose because the grower manages to realize his purpose to sell. . . before 


the oranges are mature, or because as a part of the same transaction the land was also 
sold.s? 


In the Revenue Act of 1951, all the farmer’s judicial contests under Section 
117(j) were finally resolved in his favor. First, the Albright rule was written into 
the Code. Section 117(j) was amended to apply to sales of “livestock, regardless 
of age, held by the taxpayer for draft, breeding, or dairy purposes, and held by 
him for twelve months or more from the date of acquisition.’’s* Sales of poultry, 
for some unexpressed reason, are specifically excluded from the coverage of the 
Section. Second, Section 117(j) was amended to insure that the gain from the 
sale of a farm or grove allocable to immature crops or fruit be accorded capital 
gains treatment. The new subsection of 117(j) provides that: 

In the case of an unharvested crop on land used in the trade or business and held 


for more than 6 months, if the crop and the land are sold or exchanged . . . at the 


same time and to the same person, the crop shall be considered as “property used in the 
trade or business.” 


54 1.T. 3815, 1946-2 Cum. Bull. 30. 

5594 F. Supp. 206 (S.D. Fla., 1950). Accord: Cole v. Smyth, 96 F. Supp. 745 (N.D. Calif., 
1951). 

15 T.C. 800 (1950). See also McCoy v. Comm’r, 15 T.C. 828 (1950). 

5? Watson v. Comm’r, 15 T.C. 800, 814 (1950). 


88 Int. Rev. §117(j), 26 U.S.C.A. §117(j) (Cum. Supp., 1951). In 1951, before the Con- 
gressional action, the Commissioner partially acquiesced to the Albright rule, and agreed 
that animals culled from the dairy and breeding herds would be considered property ‘‘used in 
the trade or business,” and within the scope of Section 117(j), provided that the animals were 
held for their ‘‘full period of usefulness,” and that they were sold as a ‘‘consistent practice” 
by the taxpayer. Income Tax Information Release No. 3 (April 18, 1951). 

59 Int. Rev. Code § 117(j)(3), 26 U.S.C.A. §117(j)(3) (Cum. Supp., 1951). Section 24(f) 
was also added to the Internal Revenue Code in 1951. It provides that: “Where an unharvested 
crop sold by the taxpayer is considered under the provisions of Section 117(j)(3) as ‘property 
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The farmer now has legislative assurance that the generous provisions of Sec- 
tion 117(j) will be applied to two broad classes of farm transactions. 

Some of the provisions of the Internal Revenue Code, some of the Commis- 
sioner’s Regulations, and.some court decisions have, at one time or another, 
served to benefit farmers as a taxpaying class. The same or similar Code pro- 
visions, Regulations, and court decisions have undoubtedly benefited many 
other classes of taxpayers in a like fashion. An appraisal of the economic conse- 
quences of this variety of benefits in the tax system would be difficult, if not 
impossible; and perhaps the very difficulty of such an appraisal is a forceful 
argument against Code provisions, Regulations, and court decisions which ac- 
cord special treatment to a chosen class of taxpayers. 


LIVING EXPENSES WHILE “AWAY FROM 
HOME”: BUSINESS OR PERSONAL? 

Section 23 (a)(1)(A) of the Internal Revenue Code’ provides that when an 
expenditure is incurred in the pursuit of a business venture, as distinguished 
from personal gratification, it is deductible from gross income.’ Before 1921 it . 
was held by the Bureau of Internal Revenue and the courts that although 
transportation expenses incurred on business trips were deductible, expendi- 
tures made for meals and lodgings during such trips were not.’ In 1920 a regula- 


tion of the Bureau made deductible expenses for meals and lodging in excess of 
what the taxpayer would ordinarily pay for these personal needs when at his 
established residence.‘ In 1921 an amendment to a statute comparable to 
Section 23 (a)(1)(A) explicitly provided for the deduction of meals and lodging 
expenses by enlarging the business expense category so as to encompass all 
“traveling expenses (including the entire amount expended for meals and lodg- 


used in the trade or business,’ in computing net income no deduction . . . attributable to the 
production of such crop shall be allowed.” For a survey of the problems which may arise 
under §§ 117(j)(3) and 24(f), see Halstead, Capital Gains of Farmers, 25 So. Calif. L. Rev. 
36, 47 et seq. (1951). 


* 26 U.S.C.A. § 23 (a)(1)(A) (1948). 


? The section provides that in computing net income there shall be allowed as deductions: 
‘All the ordinary and necessary expenses paid or incurred during the taxable year in carrying 
on any trade or business. . . .” Ibid. In contrast, Section 24 (a)(1) states that no deduction 
shall be allowed for “‘{[pjersonal, living or family expenses... .” Int. Rev. Code § 24 (a)(1), 
26 U.S.C.A. § 24 (a)(1) (1948). 


3 Treas. Reg. 45, Art. 392 (1920). 


4T.D. No. 3101, 3 Cum. Bull. 191 (1920). This ruling amended Treas. Reg. 45, Art. 293 
(1920) which had stated that expenses for meals and lodging on business trips were not fully 
deductible. Accord: 10 B.T.A. 386, 389 (1928); Mim. 2688, 4 Cum. Bull. 209 (1921). A person 
claiming a traveling expense deduction was required to attach to his return a statement setting 
forth the cost of personal expenses had he lived at his residence. All business traveling expenses 
in excess of that amount were deductible. 
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ing) while away from home in the pursuit of a trade or business.’’s Legislative 
history indicates that this wording was added to allow greater deductions for 
traveling salesmen because “it was thought that their traveling expenses were a 
matter of proper deduction and that their meals and lodging should be included 
in such deductions.’ In the debates concerning this amendment some legisla- 
tors expressed a fear that deductions would be allowed in situations not con- 
templated by the authors.’ This Congressional concern seems now to have been 
justified, for the courts and the Bureau have experienced considerable difficulty 
in construing the amendment. 

Early in the course of tax litigation, trouble arose in applying the “away 
from home” criterion to the common situation in which a taxpayer maintained 
his residence in one locality but had his place of employment or business in an- 
other vicinity. In light of the underlying rationale of Section 23 (a)(1)(A), it 
seemed that Congress did not intend to allow as a business expense deduction 
expenditures incurred by reason of a taxpayer’s personal preferences for living 
away from his place of business.* Since daily commuting expenses had always 
been disallowed,° it was said to be manifestly discriminatory to allow compara- 
ble deductions to a man who chose to maintain his residence beyond daily 
commuting distance from his place of business.’® To avoid the consequences of a 
literal interpretation, some courts held a taxpayer to be “away from home” 
within the meaning of the amendment “only while . . . away from his place of 
business, employment, or post or station at which he is employed.’’" While this 
interpretation resulted in denying traveling expense deductions to a taxpayer 

5 The amendment was added to Section 214 (a)(1) of the 1921 Act. See Seidman, Legisla- 
tive History of Federal Income Tax Laws 822 (1938). 

6 61 Cong. Rec. 6673 (1921). To the same effect are speeches in 61 Cong. Rec. 5201 (1921). 


7 Senators displayed concern that the entire living expenses of Congressmen in Washington, 
D.C. would be deductible. 61 Cong. Rec. 6673 (1921). This angered some, and Mr. Williams 
of Arizona retorted: ‘‘I will undertake now to say that no full-blooded American in any de- 
partment, even though he calls himself an expert, will ever issue a departmental decision that 
my duties as a Senator constitute a trade, and that the public business to which I pay my 
attention in my inefficient way is my private business.” Ibid. But Mr. Watson of Indiana 
answered that concerning the transaction of the business in which Congressmen were con- 
cerned, Washington was their ‘‘home,” in the pursuit of that business. Ibid. 


* The authorities are reviewed in Barnhill v. Comm’r, 148 F. 2d 913 (C.A. 4th, 1945). In 
Laubscher v. Comm’r, 3 T.C.M. 1025, 1028 (1944), the court remarked: “‘If ‘home’ as used in 
the statute were construed as equivalent to ‘domicile’ a large part of the population of the 
District of Columbia, and perhaps of New York City, would be in a position to contend that 
their expenses of living should be deducted from income subject to tax by virtue of Section 
23 (a), since their formal domiciles are in states other than the state or district in which their 
place of business or employment is.” 


9 LT. 1184, 1922-1 Cum. Bull. 121; 4 Mertens, Law of Federal Income Taxation § 25.83 
(1942). 

© Barnhill v. Comm’r, 148 F. 2d 913, 917 (C.A. 4th, 1945). 

Bixler v. Comm’r, 5 B.T.A. 1181, 1184 (1927). Accord: Tracy v. Comm’r, 39 B.T.A. 


578 (1930); Lindsay v. Comm’r, 34 B.T.A. 840 (1936); Peters v. Comm’r, 19 B:T.A. gor 
(1930). 
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who maintained a residence away from his sole place of business, it created 
some conceptual problems when applied to slightly variant facts. A traveling 
salesman whose business traveled with him could never be ‘away from home” 
under this definition unless some particular place, such as his residence, if he 
maintained one, or his employer’s main office, were to be considered his ‘‘place 
of business”’ and consequently his “home.” Similarly, since he was always at a 
place of business and therefore never “away from home,” a taxpayer who had 
two places of business and traveled between them could not receive a deduction 
unless further criteria were established to determine which place of business 
was his “home” for purposes of the amendment. 


I 


Interpreting “home” to mean “place of business” did not explain why 
traveling expenses were not allowed as deductions in cases where the taxpayer’s 
sole place of business was away from his residence. It stated a conclusion which 
the courts might have reached without changing the usual meaning of “home.” 
This was pointedly illustrated by the Supreme Court in Commissioner ». 
Flowers® when, in 1946, it considered the traveling expense amendment for the 
first time. The Court affirmed the Tax Court’s decision that an employee’s de- 
sire to maintain a residence in Jackson, Mississippi, when his entire work could 
have been performed in Mobile, Alabama, was unnecessary to the conduct of 
the employer’s business in Mobile. Writing for the majority, Justice Murphy 
enunciated three conditions to be met before traveling expenses could be de- 
ducted. The expense must be (1) reasonable and necessary, (2) incurred while 
away from home and (3) incurred in the pursuit of a trade or business, which 
meant in direct connection with, and essential to, the development and pursuit 
of the business or trade." Finding that personal convenience motivated Mr. 
Flowers to keep his place of business more than a commuting distance from 
his residence, the Court held that failure to satisfy the third of the three condi- 
tions justified denial of the traveling expense deduction which he sought. 

Although noting the conflict in the courts over a proper meaning for “‘home,”’ 
the Supreme Court stated that it was not necessary to define that term in the 
Flowers type of situation.* The Court indicated that whether the taxpayer is 
“away from home”’ is irrelevant until a preliminary test—whether the par- 
ticular expense is required by the inherent nature of the business—has been 


2 326 U.S. 465 (1945), rev’g 148 F. 2d 163 (C.A. sth, 1945). 
"3 Tbid., at 470. 


"4 Tbid., at 472. The Courts of Appeal had split on a proper interpretation. The Fifth Cir- 
cuit, which had held for the taxpayer in the Flowers case, Flowers v. Comm’r, 148 F. 2d 163 
(C.A. sth, 1945), and the Ninth Circuit, in Wallace v. Comm’r, 144 F. 2d 407 (C.A. oth, 1944), 
thought that the word “‘home”’ was to be understood and applied in its ordinary sense and that 
the Tax Court had invaded the domain of Congress in construing ‘‘home” in some other 
manner. The Fourth Circuit, in Barnhill v. Comm’r, 148 F. 2d 913 (C.A. 4th, 1945), sided 
with the Tax Court in interpreting ‘“‘home” as “‘place of business.” 
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met."S Implicit in this test and in the Court’s contrast of “business expenses” 
with “personal expenses” is the crucial question whether, for business reasons 
alone, the taxpayer has been required to expend amounts over and above what 
he would ordinarily spend to satisfy his personal needs.” 

Commenting on the Flowers case, some writers thought that the proponents 
of “the view that home means place of business had won their point, indirectly if 
not directly.’””*? Further reflections on other factual circumstances will, however, 
demonstrate that this is not necessarily true. 

Prior to the Flowers case it had been agreed that a taxpayer who temporarily 
left his residence in pursuit of his sole business could take a deduction for 
traveling expenses incurred on his temporary trip. It was conceptually simple to 
allow deductions where the taxpayer’s business had a single location near his 
place of residence.*® Since the same result would follow whether “home” was 
given its popular meaning or interpreted to mean “place of business,” it did not 
matter what definition was given to “home.” As indicated above, the situation 
where the taxpayer’s business had no definite location presented greater diffi- 
culty, however.’? In such a case, decisions before the Flowers case either rejected 
“place of business” as a synonym for “home’”’ or formulated another definition 
of “home,” such as “the place where he [taxpayer] is regularly employed or 
customarily carries on business during the taxable year.’””° 

Decisions subsequent to the Flowers case have continued to allow deductions 
where the taxpayer takes his place of business with him.” The Tax Court has 
said that temporary changes of the place of business may lead to ‘“‘unavoidable, 
reasonable, and necessary expenses while away from his ‘home’ in the pursuit of 
[a] trade.”** Implicit in such reasoning is the notion that “home” under the 

*s Comm’r v. Flowers, 326 U.S. 465, 473 (1945). Accord: Albert v. Comm’r, 13 T.C. 129 
(1949); Warren v. Comm’r, 13 T.C. 205 (1949); Bercaw v. Comm’r, 165 F. 2d 521 (C.A. 
4th, 1948); Carranza v. Comm’r, 11 T.C. 224 (1948); Brooks v.Comm’r, 7 T.C.M. 635 
(1948). 

*6 See Vickrey, Agenda for Progressive Taxation 35 (1947). 

7 Deduction of Traveling Expenses, 32 Cornell L.Q. 451, 455 (1947). Dissenting in the 
Flowers case, Justice Rutledge stated that the majority opinion in effect held that ‘“‘home”’ 
means ‘‘place of business.” 326 U.S. 465, 479 (1945). 

18 E.g., Penn v. Robertson, 29 F. Supp. 386 (M.D. N.C., 1939) (traveling expenses of cor- 
porate director); Potter v. Comm’r, 18 B.T.A. 549 (1929). 

19 Text following note 11 supra. 

2° Coburn v. Comm’r, 138 F. 2d 763, 764 (C.A. 2d, 1943) (Hollywood living expenses of 
actor, whose residence and theatrical employment were in New York, incurred while acting in 
a motion picture for 263 days in 1938). Accord: Schurer v. Comm’r, 3 T.C. 544, 546 (1946)(A). 
(In allowing deduction of the living expenses of a journeyman plumber while away from his 
residence, the Tax Court disregarded its previous interpretation of “thome’’ as place of business 
and asserted that each ‘‘case . . . must be decided upon its own facts.”’) 

2* It is obvious that temporary business trips by the taxpayer whose stationary business 
is located at his residence remain ‘unaffected by the Flowers case if the trip is required by the 
needs of the business. 

Leach v. Comm’r, 12 T.C. 20, 21 (1949) (taxpayer was required to be away from his 
residence for 49 weeks during the tax year in connection with his work for a construction 
company). 
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Flowers case need not mean “place of business.’’ Many decisions in this area 
have hinged upon a factual determination as to whether a particular business 
trip was for an indefinite time as distinguished from a temporary period. The 
cases are agreed in theory that if the trip is for a temporary period, the taxpayer 
is entitled to a traveling expense deduction because, it is said, he cannot be ex- 
pected to uproot an established residence for a temporary absence.*? Hard and 
perhaps somewhat arbitrary factual distinctions have resulted in a denial of 
traveling expense deductions when the court decided that the business trip was 
of an indefinite nature, for, then, maintenance of a residence away from the 
new business location was thought to be for the taxpayer’s own convenience,” 
as in the Flowers case. 
II 


Closely akin to the “temporary-absence” situations are cases in which a 
traveling salesman seeks a deduction for his living expenses while traveling. 
Early decisions under the amended section allowed a traveling salesman to 
deduct his traveling expenses, including meals and lodging while away from an 
established residence.*5 One case reached a contrary result for a salesman who 
had no established residence. In Duncan v. Commissioner® the taxpayer, a 
traveling salesman, worked on a commission basis paying all his transporta- 
tion and living expenses. He lived in different cities which he made his head- 
quarters for the time; but he claimed as his residence a certain hotel to which 
his wife, who lived at a hotel in another state because of ill health, sometimes 
came (when he was there). The Board of Tax Appeals disallowed his deduction 
of expenditures for meals, lodging and laundry while away from his alleged 
residence. Stating that the taxpayer had not shown that these expenses were 
“in excess of those ordinarily required when not engaged in such business,’””’ the 
court could find no Congressional intent to “allow as deductions, all the year’s 
expenses for meals, lodging . . . incurred by a taxpayer who traveled on a 


23 Mahoney v. Comm’r, 4 T.C.M. 395 (1945); Shelley v. Comm’r, 4 T.C.M. 668 (1945). 


24 Waugh v. Comm’r, 9 T.C.M. 600 (1950); Pennington v. Comm’r, 9 T.C.M. 955 (1950). 
Many cases have involved claims for deductions of living expenses incurred while the tax- 
payer was employed by the government or by private war plants away from his residence for 
the duration of World War II. In each case the courts held this employment to be of an indefi- 
nite nature. E.g., Andrews v. Comm’r, 179 F. 2d 502 (C.A. 4th, 1950); Warren v. Comm’r, 
13 T.C. 205 (1949); Locke v. Comm’r, 8 T.C.M. 1002 (1949); Johnson v. Comm’r, 8 T.C. 303 
(1947). 

With Leach v. Comm’r, 12 T.C. 20 (1949) (note 22 supra), compare Jones v. Comm’r, 13 
T.C. 880 (1949). In the Jones case the taxpayer left his residence when sent by his employer, 
a construction company, to work on the atomic energy project at Oak Ridge, Tennessee. He 
worked there for 357 days of 1945 and returned home in 1946. Two judges vigorously dissented 
from the majority’s view that the Oak Ridge construction work was of an indefinite duration. 
For further ‘“‘hard” cases: Tyler v. Comm’r, 13 T.C. 186 (1949); Bryson v. Comm’r, 7 T.C.M. 
77 (1948); Bark v. Comm’r, 6 T.C. 851 (1946). 


35 Appeal of Burgio, 4 B.T.A. 4 (1926); Appeal of Sonenblick, 4 B.T.A. 986 (1926). 
* 17 B.T.A. 1088 (1929), aff'd without opinion, 47 F. 2d 1082 (C.A. 2d, 1931). 
*7 Tbid., at 1092. 
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roving commission, with headquarters wherever he happened to be.’’* At 
first glance Mr. Duncan’s living expenses would seem to have been deduct- 
ible under the “pursuit of business” test later posited in the Flowers case, 
for his trips, unlike those of Mr. Flowers, were required by the nature of his 
business. Since Mr. Duncan had no living expenses at “home,” however, 
it might properly be said that he had no additional expenses (aside from 
transportation costs) attributable to the nature of his business, despite the 
fact that his occupation required traveling. Apparently the Duncan court 
felt that a rule denying all deductions for living expenses was necessary to 
place persons without a permanent place of abode on a par with persons who 
maintain such a residence, the expense of which is considered personal and 
therefore non-deductible.” 

Subsequently, however, the Tax Court became more liberal in its treatment 
of the living expenses of a traveling salesman without an established residence. 
In two cases the Tax Court granted such salesmen a living expense deduction 
on the theory that “home” was his employer’s place of business.*° Similarly, 
in Gustafson v. Commissioner® an unmarried traveling salesman was permitted 
to deduct all his traveling expenditures for food and lodging upon the ground 
that he had a permanent “home” at his sister’s residence in Greenville, Iowa, 
some miles from his employer’s “home office” in Des Moines. Mr. Gustafson 
traveled all year round, returning to his sister’s residence (where he paid nothing) 
for only two weekends out of the entire tax year. Despite the fact that the tax- 
payer had no additional “home” expenses, the Tax Court granted a full de- 
duction because the statute gave no ground “for substituting a hypothetical 
home living expense as a non-deductible amount and limiting the deduction to 
the artificial excess,” but, rather, “(t]he statute expressly provides for the de- 
duction among traveling expenses of the entire amount expended for meals and 
lodging and no part of such entire amount may be treated as living expenses, 
even though . . . no actual home living expenses be included in the deduction.”’34 

Clearly the Gustafson case counters most of the implications of the Duncan 


8 Tbid., at 1091. The Duncan decision was often cited as the leading case concerning the 
traveling expenses of a taxpayer who had his home “‘in his hat” and had no permanent place 
of abode. It was said that such a taxpayer could receive no deduction for living expenses in- 
curred on his trips since ‘‘he was never away from home because his home was wherever he 
might be.” 4 Mertens, Law of Federal Income Taxation § 25.82 at 476 (1942). 

2° Note 2 supra. 

3° Murphy v. Comm’r, 1 T.C.M. 757 (1943); Smith v. Comm’r, 2 T.C.M. 837 (1943). 

3 3 T.C. 998 (1944). 

# Tbid., at 1000. 


33 Ibid. Consult Murphy v. Comm’r, 1 T.C.M. 757 (1943). Here the taxpayer incurred 
traveling expenses of $1,080 during the tax year. He assumed that if he resided in one location 
his living expenses would not have been in excess of $600 a year, and accordingly he sought a 
deduction of $480. Since the court had stated that the taxpayer’s ‘‘home” was the city where 
his employer lived, presumably he could have had a deduction for the full $1,080 had he 
claimed this amount. 
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decision. The cases are undoubtedly distinguishable on the narrow ground that 
the Tax Court was able to find a “home” for Mr. Gustafson, something it was 
unable to find for Mr. Duncan. But the concept of “home” in the Gustafson 
case is all-embracing—it may mean simply the place where the taxpayer leaves 
some of his luggage, where he votes or pays taxes, where his employer’s business 
is located, or a combination of these. Probably most traveling salesmen, in- 
cluding Mr. Duncan, could satisfy the “home” requirement if the test is thus 
formulated. But defining the word “home” throws little light on the rationale 
for allowing or disallowing a deduction. 

Hence, the underlying conflict between these two decisions is not in their 
definitions of “home” but rather in the treatment each affords to expenses obvi- 
ously personal in nature but larger than usual, not through personal choice but 
directly as a result of business necessity. The Duncan court seems to have 
thought that whatever additional expense in meals and lodging was caused by 
the transient nature of the taxpayer’s business was not sufficient to justify 
the discrimination between taxpayers which would have resulted if Mr. Duncan 
has been allowed to deduct all of his living expenses. By the time the Gustafson 
case was decided, the Tax Court apparently had become convinced that Con- 
gress thought the increased expenses for meals and lodging when traveling con- 
tinuously in strange localities justified such discrimination. The obvious admin- 
istrative difficulties entailed in apportioning the cost of a single item (e.g., a 
meal in a railroad diner) between its business and personal aspects may have 
influenced both courts in their adoption of an “all-or-nothing” rule. 

Aside from their different definitions of “home,” there is much to say for 
both decisions as a matter of statutory interpretation. The Gustafson case 
adopts a more literal construction of the “traveling expense” amendment, 
treating it as a specific exception to the broad language of Section 24 (a)54 and 
allowing a full deduction wherever the living expense while traveling on a trip 
can be shown to have been incurred in pursuit of business. It is possible that 
Congress, too, was impressed with the administrative difficulties in a grant of 
only partial deductibility. 

The Duncan decision treats the amendment as logically harmonious with 
both the reasonable and necessary business expense deduction and the non- 
deductibility of personal expenses and, therefore, applicable only where 
business necessity requires the taxpayer to duplicate his personal expenses. A 
logical extension of the Duncan reasoning from the “‘no single residence” to the 
“temporary absence”’ situations, however, would result in complete deducti- 
bility of lodging expenditures but non-deductibility of meals expenditures 
which are rarely duplicated (although possibly increased) by the necessity of 
traveling. Clearly the language of the amendment purports to allow some de- 


34“In computing net income no deduction shall in any case be allowed in respect of— 
(1) Personal, living, or family expenses... .” Int. Rev. Code § 24 (a) (1948), 26 U.S.C.A. 
§ 24 (a) (1948). 
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duction for meals; and both legislative history and administrative practice in- 
dicate that the prior law, which allowed only a partial deduction, was thought 
to have been changed in favor of full deductibility in the “temporary ab- 
sence” situations.%5 

As a matter of statutory interpretation, however, it does not follow from the 
inapplicability of the Duncan rationale to “temporary absence”’ situations that 
the court in that case reached an incorrect result in the ‘“‘no single residence” 
situation. According to the Senate Report on the “traveling expense” amend- 
ment there was no intent to alter the prior law except to allow full deductibility 
where only partial deductibility could be had before.** Since a traveling sales- 
man without living expenses at a place of residence could deduct no part of 
his living expenses incurred on business trips before the 1921 amendment,’ there 
is reason to believe that the amendment was not intended to affect such sales- 
men. This interpretation is borne out by a ruling of the Bureau immediately 
after the amendment** and by a recent case in which living expense deductions 
of a theatrical manager who traveled between theatres and had no established 
residence were completely disallowed. 

Although the legislature may ultimately find it necessary to resolve the 
mixed conflict of policy and statutory interpretation which underlies the 
Duncan and Gustafson rulings, it is probable that the results in “no single 
residence” cases will continue for some time to hinge upon the definition of 
“home.” According to the Duncan case, “home” is an established permanent 


residence where the taxpayer is incurring some costs, while in Gustafson the 
residence need not be established, it apparently being sufficient if the taxpayer 
has some particular locale where he would live if he were not traveling. 
A court’s choice in interpreting the amendment may depend in turn on 
38 Note 37 infra. 


3%* The Report of the Senate Finance Committee, Sen. Rep. No. 275, 67th Cong. 1st Sess. 
14 (1921), had this to say: “‘Section 214 [now Section 23 (a)(1)] allows substantially the same 
deductions . . . as are authorized under existing law, but adds the following provisions: (1) 
The deduction . . . is extended to include all traveling expenses incurred while away from home 
in the pursuit of a trade or business. . . .” 


370.D. 905, 4 Cum. Bull. 212 (1921). 


38 The Bureau asserted: ‘‘It has been held that a taxpayer for purpose of this deduction 
may have no home. . . . If a single traveling salesman maintains a house or other living quar- 
ters to which he may at any time return or which is at all times available for his use, he has a 
home within the meaning of the Act... . If, on the other hand, he does not have a home as 
above defined, such amounts are not deductible.” I.T. 1490, 1922-2 Cum. Bull. 89. 


39 Mitnick v. Comm’r, 13 T.C. 1, 4 (1949). The court stated: ‘‘Hence the evidence is not 
sufficient to justify any of petitioner’s expenditures involved as traveling expenses while away 
from home in pursuit of a trade or business; his home being, so far as the record shows, wherever 
a particular show managed to be. The traveling expenses, therefore, were personal and not 
deductible. Section 24 (a), I.R.C.” And see Martin v. Comm’r, 44 B.T.A. 185 (1941) (it was 
stipulated that the taxpayer maintained no residence in the United States; living expense 
deductions were denied). Diamond v. Comm’r, 7 T.C.M. 774 (1948) (taxpayer, a carpenter 
by trade, maintained no fixed place of abode during the tax year; expenses for meals and 
lodging were held to be personal in nature). 
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whether it feels that greater equity among taxpayers is achieved by allowing a 
deduction of personal expenses because they have been increased by business 
necessity or disallowing a deduction of business expenses which are inter- 
mingled with personal expenditures.‘ 


Ill 


Another traveling expense situation in which the interpretation given 
“‘home”’ has been at least superficially decisive involves the taxpayer with more 
than one permanent business situs who maintains his residence at the location 
of one of them. Prior to the Flowers case, the Board of Tax Appeals allowed 
deductions for all traveling expenses incurred in connection with the business 
located away from the residence of the taxpayer.“ In the only cases which con- 
sidered this problem the taxpayer spent a nearly equal amount of time at each 
of the two places of business, and a ruling of the Bureau indicates that the 
Flowers decision is not considered to have altered the permissibility of deduc- 
tions for living expenses at the business away from the residence in such cases.* 

The influence of the Flowers case on the ‘“‘two business” situation in which the 
taxpayer does not spend a substantially equal amount of time at each busi- 
ness location has not, however, been definitely established. In O’Hara v. Com- 
missioner,“4 the taxpayer was not permitted to deduct as traveling expenses 


4 One explanation for the paucity of ‘‘traveling salesman” cases is the fact that formerly 
an employee-salesman who was reimbursed for his expenses by his employer was not required 
to report such reimbursements as income. Darling v. Comm’r, 4 B.T.A. 499 (1926); 1942-2 
Cum. Bull. 153. A 1945 regulation now requires an employee to report as income traveling 

reimbursements and to deduct only substantiated traveling expenses, Treas. Reg. 111, 
§ 29.23 (a)(2) (1950); but there is apparently no general enforcement of this requirement. 
Under the old system it was (and is) difficult for the Bureau to detect expenditures not actu- 
ally incurred in proper business pursuits, for this information could be gleaned only from a 
thorough investigation of the employer’s books. See generally Carder, The Salesman’s Travel 
Expense Deduction, 28 Taxes 148, 150 (1950). 


# Brown v. Comm’r, 13 B.T.A. 832 (1928) (taxpayer, a lawyer, spent half of every month 
in Washington, D.C., as chairman of a Congressional committee, and remainder of the time at 
his private practice in Toledo, Ohio; deductions allowed for Washington living expenses) ; 
Powell v. Comm’r, 34 B.T.A. 655 (1936), aff’d 94 F. 2d 483 (C.A. 1st, 1938) (taxpayer, who had 
his residence and business in Boston, spent three days of each week in New York City where 
he managed two corporations; deductions allowed for traveling expenses including lodging 
and meals while in New York). Cf. G.C.M. 23672, 1943 Cum. Bull. 66 (dollar-a-year man was 
said to be entitled to deductions while living in Washington, D.C., when he had not severed 
his connection with the private organization where he was regularly employed). 

# Tbid. 

43 1.T. 3842, 1947 Cum. Bull. 11. See Johnson v. Comm’r, CCH Tax Ct. Rep. 18,770, 17 
T.C. No. 152 (1952). The Johnson decision illustrates the applicability of the Flowers rule in 
conjunction with the doctrine allowing deductions in the “two business” situation where the 
taxpayer has spent nearly an equal amount of time at both places. The taxpayer’s family resi- 
dence was in Statesville, Tennessee, and his employers’ home office was in Memphis. The em- 
ployee taxpayer spent 50% of his working time in Memphis, and 50% of the time during the 
tax year he worked at places away from Memphis but not in Statesville. The Tax Court 
thought that the taxpayer’s “home” for purposes of the amendment was in Memphis, and 
therefore the taxpayer was allowed to deduct living expenses only for the time spent at a busi- 
ness away from Memphis. 


446 T.C. 841 (1946). 
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certain expenditures for meals and lodging in Harrisburg, Pennsylvania, where 
she performed duties as a state official in 1940 and 1941, though she main- 
tained a residence in Wilkes-Barre where she returned on weekends to care for 
her law business. The Tax Court thought that the taxpayer’s “principal place 
of business,” her “home,”’ was in Harrisburg, so that her expenses while living 
there were not deductible. 

Similarly in Ney v. United States,“ a Court of Appeals stated that the living 
expenses of a resident of Fort Smith, Arkansas, incurred in Atlanta, Georgia, 
and Washington, D.C.., as a result of his being employed by the Office of Price 
Administration, were not deductible, although he accepted employment only 
for the duration of World War II on the understanding that he would be free 
to confer with his associates about his private business and to visit his family 
and business in Fort Smith whenever necessary. He visited Fort Smith three to 
four days during every six to eight week interval. Although his private business 
drew him twice as much salary as his government position, the court denied him 
deductions for his living expenses while in Atlanta and Washington.‘’ 

Although the O’Hara and Ney decisions are subject to different interpreta- 
tions,** the Bureau has apparently viewed them as establishing a rule that ex- 
penses incurred while the taxpayer is at his “principal” place of business are not 
deductible, while expenses connected with supervising the “minor” place of 































































4s The majority opinion also stressed the fact that the taxpayer was not really engaged in 
“active pursuit” of her law practice in Wilkes-Barre. The court remarked: ‘‘It seems to us that 
the petitioner’s main interest in Wilkes-Barre during the taxable year was to continue old 
contacts and cultivate new ones for future use in the event she should decide to return to that 
city... .” O’Hara v. Comm’r, 6 T.C. 841, 844 (1946). So reasoned, the taxpayer had in reality 
only one place of business, that at Harrisburg, and her ‘‘home” for purposes of the amend- 
ment would be located there. Other decisions have stressed this point in denying deductions. 
E.g., Green v. Comm’r, 12 T.C. 656 (1949); Nadeua v. Comm’r, 8 T.C.M. 658 (1949); Thomp- 
son v. Comm’r, 6 T.C. 285 (1946). 

Writing for five concurring judges in the O’Hara case, Judge Hill stated: ‘‘I . . . think that 
the conclusion herein should not be made dependent in part or at all on the location of peti- 
tioner’s ‘home.’ . . . Making one’s self available for work in the place where it is normally con- 
ducted on a permanent basis is the personal problem of the worker, and expenses to accom- 
plish that purpose are not made in the pursuit of business within section 23 (a)(1)(A). Until 
that is done, the worker has not reported for duty and is pursuing the place of business rath- 
er than the business.” O Hara v. Comm’r, 6 T.C. 841, 846-47 (1946). Evidently Judge Hill 
would also have denied deductions for living expenses of the taxpayer at Wilkes-Barre if she 
had sought to deduct them. This issue was not raised in the case; but under the ‘‘principal 
business” rationale of the majority, the taxpayer would seemingly have received a deduction 
for living expenses at Wilkes-Barre, since that was the business away from the taxpayer’s 
‘*home.” 

Four dissenting judges agreed that the taxpayer should be allowed deductions for living 
expenses in Harrisburg because she continued to pay rent for her residence in Wilkes-Barre. 
Her position as a state official was said to be a “temporary occupation’’ while her legal prac- 
tice ‘‘required her to continue to reside in Wilkes-Barre.” Ibid., at 850. 


#77 F. Supp. 1005 (W.D. Ark., 1948), aff'd 171 F. 2d 449 (C.A. 8th, 1948), cert. denied 
336 U.S. 967 (1948). 


47 The taxpayer, however, was allowed a deduction for transportation costs between Wash- 
ington and Fort Smith. 


4 See note 45 supra. 
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business are deductible.** The criteria for determining which place of business is 
“principal” are manifold, one of the most important being the time element. 

The distinction between “principal” and “minor’’ place of business is more 
in accord with the Flowers decision than would be a rule permitting the tax- 
payer to deduct the expenses of living at any business away from his residence. 
Decisive in the Flowers case was the fact that personal convenience rather than 
business necessity motivated the taxpayer to established his residence at a 
point distant from his place of business. To allow a taxpayer who spends but two 
months out of the year at an established residence where he also maintains a 
business to deduct living expenses for the ten months spent at another place of 
business would seemingly discriminate against Mr. Flowers. The taxpayer’s 
refusal to establish a residence at a place where he lives ten months out of the 
year seems clearly motivated by personal convenience, not business necessity. 
But as was the case when “place of business” was first used by the courts as a 
synonym for “home,” the “principal place of business” idea merely states a 
conclusion which does not articulate the major premises for allowing or dis- 
allowing the deductions. As in the “temporary absence” situations, it would 
seem simpler and wiser to employ the Flowers test of business necessity in 
applying Section 23 (a)(1)(A) to the “two business”’ situation, rather than to 
distort the word “home” beyond popular recognition. 

Should the taxpayer in the “two business” example contend that if not allowed 
deduction for living expenses at the place of business where he spends ten 
months, he should be permitted to deduct the expenses of living at his two 
months business, the tax result may vary with the location of his established 
residence. In Sherman v. Commissioner,“ where the taxpayer’s residence was at 


49 1.T. 3842, 1947 Cum. Bull. 11. 
S° Thid. 


5* CCH Tax Ct. Rep. 18,119, 16 T.C. No. 42 (1951). The taxpayer, who resided with his 
family in a house owned by him in Worcester, Massachusetts, was employed as production 
manager and purchasing agent for a factory located near Worcester. He opened a part-time 
sales business in New York in 1945 and during that year spent more time in Worcester (216 
days) than in New York (102 days), but the profits realized from the New York venture 
($8,340.94) exceeded his Worcester salary ($4,066.40). The court distinguished the O’Hara 
decision on the ground that in the latter case the taxpayer carried on an inconsequential 
degree of activity at one place of business. Mr. Sherman was held to have had his ‘‘principal 
place of business and home” in Worcester, and the fact that his Worcester earnings turned 
out to be less than his New York profits was held not sufficient reason to shift his “home” from 
Worcester to New York. 

Four of the dissenting judges stated that the Flowers case had prescribed a concept of 
‘*business home” and went on to say: “In the instant case, the petitioner set up a business at 
a considerable distance from his home. This is the same situation as in the Flowers case and it 
is unaffected . . . by the fact that he also had a business (not his principal business so far as 
income is concerned) at his actual home.” Ibid., at 18,120, 44. 

Besides the time element, the Sherman decision indicates that several factors may be im- 
portant in determining whether a taxpayer is justified in keeping his residence away from a 
particular place of business. Among these are: the income earned at each place of business, 
whether the shift to a new business location is temporary or permanent, and whether the 
taxpayer has an established family residence at one place of business. 
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his “principal” place of business, the Tax Court allowed a deduction of his 
living expenses while at the “minor” place of business. Although there are no 
adjudications on the point, a contrary result might obtain where the taxpayer’s 
only established residence is at his “minor” place of business. If the rationale of 
the Duncan case is extended to this situation, no deduction will be allowed, for 
there will be no duplication of living expenses while the taxpayer is at his 
“minor” place of business unless he also maintains a year-round residence at 
the “principal” place of business. An analogy to the Gustafson case, however, 
would probably result in a deduction of living expenses at the ‘‘minor’’ business 
even if there is no actual duplication of expenses, because the Commissioner has 
established a “‘home”’ for the taxpayer at his “principal” place of business. Thus 
far the Bureau has committed itself in this situation only to allow deductions of 
transportation expenses to and from the taxpayer’s residence if incurred in 
pursuit of the “‘minor”’ business.” Finally, when the taxpayer has no established 
residence, the Duncan-Gustafson conflict of the “no single residence” cases 
will be likely to arise.53 

As in the “temporary absence” and “‘no single residence” situations, there 
is no reason why “home” need be given a distorted definition in cases where the 
taxpayer has two places of business. To determine whether business necessity or 
personal convenience has motivated a taxpayer in locating his established 
residence (“home” in the popular sense), the same criteria which distinguish a 
“principal” from a “‘minor” place of business must be looked to. But to allow 
or deny traveling expense deductions, it is not necessary to create a fiction that 
the taxpayer’s “home” is at his principal place of business; for if he has failed 
to locate his residence near the business requiring the majority of his time and 
attention, then his choice is motivated by personal convenience, not business 
necessity, and his expenses would not be deductible under the Flowers rule. 


IV 


An “all or nothing” interpretation of the traveling expense deduction makes 
for inconsistencies in the tax structure and inequities among taxpayers. When a 
taxpayer is required to travel in the pursuit of a business, the costs of trans- 
portation are directly attributable to the business and fall within the general 
scope of Section 23 (a)(1)(A). Lodging and meals, on the other hand, are per- 
sonal in nature and therefore under the general rule of Section 24 (a)(1) should 
not be deductible unless the taxpayer is required by business necessity to in- 
crease or duplicate these expenses. Business trips will ordinarily require the 
taxpayer with an established residence to duplicate his lodging, and a full de- 

3 1.T. 3842, 1947 Cum. Bull. 11. Cf. Hicks v. Comm’r, 9 T.C.M. 1088, 1090 (1950), where 
the Tax Court stated: “‘Upon a showing that travel . . . was for a business purpose, we believe 
expenses incurred on those occasions should be treated no differently than travel to other cities 
away from his principal place of business, although it was his home.” It is not certain whether 


deductions for living expenses at the minor place of business and residence, as well as trans- 
portation costs, were being sought by the taxpayer. 


53 See text following note 33 supra. 





546 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


duction for these expenditures seems justified. The expense of meals, however, is 
rarely duplicated, and consistency at least would seem to justify deduction 
only of the increment of expense over and above what the taxpayer would 
ordinarily pay for meals at his established residence. When the traveling tax- 
payer has no permanent residence, his deductions, if any, for both lodgings and 
meals should be limited to amounts in excess of what he would hypothetically 
pay at a permanent residence. The administrative difficulties of determining this 
increment hardly justify the discriminatory effect of a full deduction of living 
expenses in any of these situations. It is submitted that a sounder legisla- 
tive solution would be to allow deduction of an arbitrary percentage of living 
expenses incurred while traveling on business.‘ 


ESTOPPEL, THIRD PARTY PRACTICE, AND 
INSURER’S DEFENSES 


Liability insurance contracts commonly contain a provision obligating the 
insurer to “defend in the name and on behalf of the assured any claim or suit, 
whether groundless or not, covered by this policy and brought against the as- 
sured.”* Valuable to the insurer as a protection against an indifferent defense 
or even a failure to defend on the part of the assured, this “‘defense’’ clause also 
benefits the assured by providing him with expert counsel. Difficulties arise 
when an injured party brings an action against the assured and subsequent in- 


vestigation by the insurer reveals a breach of condition or an essential fact tend- 


84 The drafters of the American Law Institute Tax statute apparently did not deem this 
matter sufficiently important to merit statutory modification. The pertinent section of the 
proposed statute provides: ‘‘Expenses of travel, including the entire cost of meals and lodging, 
in carrying on any gainful activity shall not be treated as personal, family, or living expenses. 
The term travel as used herein does not include ordinary transit of the taxpayer between his 
place of abode, permanent or temporary, and his nearest regular place of business.” Federal 
Income Tax Statute § 151 (a)(1)(B)(ii) (tent. draft, 1951). The drafters give the following 
explanation for the proposed change: ‘‘As to expenses of travel the terms ‘away’ and ‘home’ 
in section 23 (a)(1)(A) have been highly troublesome and are eliminated in this provision. 
The Bureau has taken the attitude that a taxpayer is not ‘away’ unless he stays at least 
overnight. This view was rejected by the Tax Court in Kenneth v. Waters, 12 T.C. 414 (1949), 
and no such requirement is adopted in this draft. Cases concerning the meaning of ‘home’ tend 
to make it mean ‘principal place of business.’ The suggested wording drops the term ‘home’ 
and adheres to the essential principle that an expense of travel, in order to be deductible, 
must be incurred in the pursuit of business. . . . In addition, the last sentence of subparagraph 
(ii), somewhat liberalizing present rules, specifically covers the troublesome situation where a 
taxpayer has more than one place of business. The decision of the majority of the Tax Court 
in Joseph H. Sherman . . . is substantially in harmony with the proposed provision, although 
some suggestions of the case as to the characterization of ‘home’ are divergent.” Ibid., at 208. 
The Model Code would evidently allow the taxpayer who spends ten months at a city in the 
pursuit of a business to deduct all his living expenses while living there even if he only spends 
two months at another place of business where he has an established residence. This result 
follows because the living expenses in New York are incurred “‘in carrying on . . . gainful 
activity.” 

* See, e.g., Oehme v. Johnson, 181 Minn. 138, 140, 231 N.W. 817 (1930). 
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ing to place the claim outside the coverage of the policy. Here the insurer’s in- 
terest in restricting its obligation to the terms of the policy seems to conflict 
with its prospective duty as the assured’s attorney. This conflict presents the 
insurer with an urgent strategical problem: whether or not to defend the assured. 

It is well settled that assumption of the assured’s defense constitutes a waiver 
by the insurer of all questions of policy coverage. If, therefore, in spite of its 
doubts as to coverage, the insurer elects to monopolize the defense of the as- 
sured, it will afterwards be estopped to deny its own liability under the policy. 
The “estoppel” referred to here is “estoppel by conduct”; it is ordinarily 
justified on the ground that the insurer has prejudiced the assured’s right to 
control his own defense. Estoppel by conduct acts as a complete determination 
of the insurer’s liability under the policy.’ 

With this in view, the insurer may wholly decline to assume the assured’s de- 
fense when coverage is in doubt. Having refused to enter the litigation, the in- 
surer cannot subsequently be estopped to set up in its own defense any matter 
not decided in the original action.‘ Abstention presents a hazard, however, since 
the insurer will be “collaterally estopped” in the subsequent suit as to all issues 
which have in fact been decided in the prior action.5 And the danger of collateral 
estoppel is substantially increased where, in the insurer’s absence, the assured 
and injured parties are free to collude for the purpose of establishing such facts 
as they may select in the light of the policy’s coverage provisions.° Finally, the 
non-liability of the assured is potentially the most effective bar to any policy 
claims against the insurer. Where any possibility exists of making a successful 
defense, the insurer has much to gain from placing its first reliance upon the 
innocence of the assured. In declining to defend, however, the insurer sacrifices 
all opportunity to contend against the injured party’s claim. 

Clearly, then, neither of the two primary alternatives is a satisfactory pro- 
cedure for the insurer. The situation which emerges is, moreover, ethically unde- 

* American Casualty Co. v. Shely, 234 S.W. 2d 303 (Ky., 1950); Ashland Window & House- 
cleaning Co. v. Metropolitan Casualty Co., 269 App. Div. 31, 53 N.Y.S. 2d 677 (1945); Jones 
v. Zurich General Accident & Liability Ins. Co., 121 F. 2d 761 (C.A. 2d, 1941); Klefbeck v. 


Dous, 302 Mass. 383, 19 N.E. 2d 308 (1939). For a discussion of Illinois law on this subject, see 
the dissenting opinion in De Hart v. Illinois Casualty Co., 116 F. 2d 685 (C.A. 7th, 1940). 

3 American Casualty Co. v. Shely, 234 S.W. 2d 303 (Ky., 1950). The holding seems to be 
contra in Brown v. Kennedy, 49 N.E. 2d 417, 418 (Ohio, 1942). The court there said, ‘The 
plaintiff claims the insurer is estopped to deny liability because the insurer defended the 
suit... . The policy requires such defense, ether the action is valid or otherwise. Such action 
by the insurer does not constitute estoppei. <f. London Guarantee & Accident Co. v. Shafer, 
35 F. Supp. 647 (S.D. Ohio, 1940). 

4 Miller v. United States Fidelity & Casualty Co., 291 Mass. 445, 449, 197 N.E. 75, 77 
(1935); Potter v. Great American Indemnity Co., 316 Mass. 155, 55 N.E. 2d 198 (1944); 
Rest., Judgments § 107 (1942). 

5 Moulton v. Utica Mut. Ins. Co., 190 Misc. 878, 76 N.Y.S. 2d 34 (S.Ct., 1948); Sanitary 
District of Chicago v. United States Fidelity & Guaranty Co., 392 Ill. 602, 65 N.E. 2d 364 
(1946); Saragan v. Bousquet, 322 Mass. 14, 75 N.E. 2d 649 (1947); Stefus v. London & Lan- 
cashire Indemnity Co., 111 N.J.L. 6, 166 Atl. 339 (1933). 
® See cases cited note 7 infra. 
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sirable, for it is noteworthy that accusations of bad faith, breach of fiduciary 
duty, and negligent defense are frequently found in these cases.’ The effect of 
the estoppel doctrines is to divide the loyalties of the insurer, to encourage con- 
cealment on the part of the assured, and to prompt the injured party dis- 
honestly to distort his complaint when he fears that his adversary may prove 
impecunious. Such impropriety is the natural result of a situation overburdened 
with uncertainties. Uncertainty prevails not only as to the result of the original 
action and as to what issues of fact will be litigated therein, but also as to where 
the interests of the parties really lie. For the enlightenment of the parties, and 
to avoid the operation of the estoppel doctrines, the question of policy coverage 
should be answered prior to the conclusion of the original action. It is only a 
question of how. 

Exclusive of legislation,* three solutions have been attempted: non-waiver 
agreements, declaratory action, and third-party practice. 


I 


In the absence of any means by which to determine policy coverage before 
the liability of the assured is settled, the insurer may endeavor to suspend the 
operation of the estoppel doctrines with a non-waiver agreement. When cover- 
age is in doubt, the insurer will offer to defend the assured under an agreement 
reserving to the insurer all of its policy defenses in case the assured is found 
liable. The courts have generally held such agreements valid.® 

A concluded non-waiver agreement allows the insurer to retain control of the 
litigation, but does it enable the insurer to avoid the operation of the estoppel 
doctrines? 


Estoppel by conduct operates as a result of the insurer’s monopolization of 
the assured’s defense. The assured, in reliance thereon, refrains from seeking 
other counsel. But no such reliance can be claimed where the insurer stipulates 
reservation of rights, since the assured can reject the insurer’s offer of counsel 


7State Farm Mut. Automobile Ins. Co. v. Brooks, 43 F. Supp. 870 (W.D. Mo., 1942) 
(insurer alleged collusion between assured and injured parties) ; Farm Bureau Mut. Automobile 
Ins. Co. v. Hammer, 177 F. 2d 793 (C.A. 4th, 1949), noted in 4 Okla. L. Rev. 125 (1951); 
Carter v. Virginia Surety Co., 187 Tenn. 595, 216 S.W. 2d 324 (1948) (alleged violation of 
fiduciary relationship by insurer); United States Fidelity & Guaranty Co. v. Koch, 102 F. 
2d 288 (C.A. 3d, 1939) (inference of collusion between the injured party and the assured); 
Aetna Casualty Co. v. Quarles, 92 F. 2d 321 (C.A. 4th, 1937) (allegation of collusion between 
assured and injured parties); State Farm Mut. Auto Ins. Co. v. Bonacci, 111 F. 2d 412 (C.A. 
8th, 1940) (allegation by insurer of collusion and negligent defense). The insurer ‘‘is at the 
mercy of every unscrupulous litigant who, regardless of his facts, sees fit to falsely allege a 
claim on which the insurance company would be liable . . . and forsooth collect because the 
insurer cannot show the true facts. I cannot conceive this to be the law.” Stefus v. London & 
Lancashire Indemnity Co., 111 N.J.L. 6, 11, 166 Atl. 339, 341 (1933) dissenting opinion. 

* In two states, the injured party may bring his action directly against the insurer. Louisiana 
Stat. Ann. R.S. § 22: 655 (1950); Wisconsin Stat. § 260.11 (1947). 

9 E.g., Shelby Mut. Casualty Co. v. Richmond, 185 F. 2d 803 (C.A. 2d, 1950); Salonen v. 
Paanenen, 320 Mass. 568, 71 N.E. 2d 227 (1947); Utilities Ins. Co. v. Montgomery, 134 Tex. 
640, 138 S.W. 2d 1062 (1940). 











1952] COMMENTS 549 


if he chooses.’° For this reason it is commonly held that an insurer defending 
under a non-waiver of rights agreement avoids the operation of estoppel by 
conduct and preserves its right to assert non-liability in a subsequent action 
on the policy.” 

Whether in reserving rights the insurer also avoids the strictures of collateral 
estoppel is asyet unsettled.” In contrast to estoppel by conduct, collateral estop- 
pel arises as a result of the insurer’s privity to the assured and is an ‘“‘automatic”’ 
consequence of its position as indemnitor."3 Since the non-waiver agreement 
does not alter the fact of privity, it should not suspend the operation of col- 
lateral estoppel; and a defense should not afterwards be available to the insurer 
if such defense depends upon an issue of fact which has been determined ad- 
versely in the action between the assured and injured parties even though the 
insurer defended the action for the assured under a non-waiver agreement. If 
this reasoning is valid, the value of the non-waiver agreement is diminished, 
especially where the insurer plans to urge some central fact which, if proved, 
would place the injured party’s claim outside the coverage of the policy. An 
adverse determination of such fact will bind the insurer in spite of the non- 
waiver agreement. Nor is the active presence of the insurer always an effective 
safeguard against the adverse determination of a particular fact going to cov- 
erage, since the essential circumstance may be one which the insurer, as attorney 
for the defendant, cannot appropriately urge. This would be true if the assured 
had violated the law (as to speed limits, building codes, e.g.) to a degree which 
would excuse the insurer." 

It must also be remembered that the assured can accept or reject the non- 
waiver agreement as he chooses, and that in rejecting, he is enabled to combine 
with the injured party to establish facts sufficient to bind the insurer under the 
policy. Even when the assured acts in good faith, the insurer’s express and emi- 


*° Hawkeye Casualty Co. v. Stoker, 154 Neb. 466, 48 N.W. 2d 623 (1951); Great American 
Indemnity Co. v. Corpus Christi, 192 S.W. 2d 917 (Tex. Civ. App., 1945). 


"t In most states the injured party is allowed to proceed directly against the insurer if his 
judgment against the assured has been returned unsatisfied. The insurer may make any de- 
fense against the injured party which would be available to it against the assured. E.g., Farm 
Bureau Mut. Automobile Ins. Co. v. Hammer, 177 F. 2d 793 (C.A. 4th, 1949); Preferred Acci- 
dent Ins. Co. v. Grasso, 186 F. 2d 987 (C.A. 2d, 1951); Schneider v. Autoist Mut. Ins. Co., 
346 Ill. 137, 178 N.E. 466 (1931); Morgan v. Greater New York Taxpayers Mut. Ins. Ass’n, 


104 N.Y.S. 2d 876 (S. Ct., 1951). Contra: New Amsterdam Casualty Co. v. Jones, 135 F. 2d 191 
(C.A. 6th, 1943). 


2 See discussion in Shelby Mut. Casualty Co. v. Richmond, 185 F. 2d 803, 805 (C.A. 2d, 
1950). 


*3 See Scott, Collateral Estoppel by Judgment, 56 Harv. L. Rev. 1 (1942). 


«4 The clearest example appears where the assured has wilfully and intentionally inflicted 
injury, and policy coverage is limited to injuries “‘accidentally sustained.” Miller v. United 
States Fidelity & Casualty Co., 291 Mass. 445, 197 N.E. 75 (1935); New Amsterdam Casualty 
Co. v. Jones, 135 F. 2d 191 (C.A. 6th, 1943); Stefus v. London & Lancashire Indemnity Co., 


111 N.J.L. 6, 166 Atl. 339 (1933). See McNeeley, Illegality as a Factor in Liability Insurance, 
41 Col. L. Rev. 26 (1941). 
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nently hostile declaration of non-liability may prompt such rejection. Repre- 
sentation of the assured by attorneys of its own selection is not uncommon in 
these cases."s 


II 


A second possible solution to the insurer’s dilemma is the use of the declara- 
tory judgment," a practice favored by insurers in recent years.'? The purpose of 
the declaratory judgment is to solve the issue of policy coverage with finality, 
and its significance to the present problem appears where the declaratory action 
is brought either prior to the commencement of suit by the injured party or 
while such suit is pending. 

There is, however, some doubt as to the availability of declaratory relief. Sev- 
eral state courts have refused to allow declaratory actions under these circum- 
stances on the ground that the insurer has an adequate remedy at law and can 
raise all defenses when sued later by the assured or injured party."® Since Federal 
Rule of Civil Procedure 57 admits declaratory relief even when another remedy 
is available at law, the insurer may be able to bring its action in the federal 
courts. But where an action between the assured and injured parties is pending 
in a state court, problems arise regarding duplication of issues which again 
limit access to the declaratory action. 

When the question of policy coverage depends upon an issue of fact relating 
to the injured party’s claim rather than upon a breach of condition by the as- 
sured, the aim of the insurer in bringing a declaratory action is to avoid col- 
lateral estoppel by forcing a determination of that issue ahead of the conclusion 
of the state court suit. But when the vital issue of fact is likely to be litigated in 
the state court suit (which is precisely when the insurer has most to fear from 
collateral estoppel), the federal courts have commonly denied the insurer access 
to declaratory relief.'® Such relief will not be granted “for the purpose of trying 
issues involved in cases already pending . . . or for the purpose of anticipating 
the trial of an issue in a court of co-ordinate jurisdiction.’”*° 

Even if declaratory relief is granted on the grounds that the controversy 
between the parties will not necessarily be determined in the pending state court 


15 See cases cited note 10 supra. 


*€ Borchard, An Ohio Error, 17 Ohio St. Bar Ass’n Reports 507 (1945); Declaratory Judg- 
ments in Insurance Cases, 4 Okla. L. Rev. 118 (1951). 


*7 See, e.g., Preferred Accident Ins. Co. v. Grasso, 186 F. 2d 987 (C.A. 2d, 1951). See anno- 
tation on this subject, 142 A.L.R. 8 (1943). 


*® Utica Mut. Ins. Co. v. Beers Chevrolet Co., 250 App. Div. 348, 294 N.Y.S. 82 (1937); 
Wolverine Mut. Motor Ins. Co. v. Clark, 277 Mich. 633, 270 N.W. 167 (1936). Compare Dover 
Boiler Works v. New Jersey Manufacturers Casualty Ins. Co., 18 N.J. Misc., 573, 15 A. 2d 
231 (S.Ct., 1950). 


19 E.g., American Fidelity & Casualty Co. v. Service Oil Co., 164 F. 2d 478 (C.A. 4th, 
1947); American Casualty Co. v. Howard, 80 F. Supp. 983 (W.D. S.C., 1948). 


2° Aetna Casualty & Ins. Co. v. Quarles, 92 F. 2d 321, 324 (C.A. 4th, 1937). 
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action,” there still remains the problem of predicting just what issues of fact 
will be litigated between the assured and injured parties. For this reason, the 
insurer may seek to enjoin the prosecution of the state court suit pending the 
outcome of the declaratory action. An injunction is especially necessary to the 
insurer where the assured is conducting an indifferent defense against the in- 
jured party and the state court suit seems likely to reach judgment at an early 
date.” Injunctions have been denied, however, in recent cases.** It has been rec- 
ognized that from the injured party’s standpoint the delay caused by an in- 
junction can be seriously damaging. Yet if the injunction does not issue, there 
may begin an “unseemly . . . race for priority”’:*4 the first case decided would 
be res judicata on the other.*s 

Even assuming that declaratory relief is both feasible and desirable, certain 
disadvantages should be noted. Unless the insurer can assume the defense of the 
assured under a non-waiver agreement and at the same time bring a declaratory 
action against the assured—which makes the ethical tangle more hopeless than 
ever*—the assured must employ counsel to represent him in the original litiga- 
tion as well as in the declaratory action. If the declaratory action is determined 
in favor of the assured or declaratory relief is denied while the original litigation 
is still in progress, replacement of the assured’s counsel by the insurer’s attor- 
neys, coming at a late stage in the proceedings, could only impair the assured’s 
defense. Having required the assured to employ other counsel by refusing to 
defend the suit in its beginnings, the insurer cannot insist upon replacement as 
of right.*7 The effect, then, of resort to the declaratory action is an election by 
the insurer to relinquish control of the assured’s defense in the original litiga- 
tion. If declaratory relief is denied, the insurer stands in as vulnerable a position 


2t Central Surety & Ins. Corp. v. Hampton, 179 F. 2d 261 (C.A. sth, 1950); Associated 
Indemnity Corp. v. Davis, 45 F. Supp. 118 (M.D. Pa., 1942). See cases cited in Borchard, 
Declaratory Judgments 648, note 53 et seq. (2d ed., 1941). 

* Despite the limitations of Section 265 of the Judicial Code, which provides that ‘‘the 
writ of injunction shall not be granted by any court of the United States to stay proceedings in 
any court of a State (except in bankruptcy cases),” an early line of decisions granted stays in 
such cases. See cases cited in Borchard, op. cit. supra note 21, at 661 n. 6. 

23 Glenn Falls Indemnity Co. v. Fredericksen, 8 F.R.D. 55, 61-62 (D.C. Neb., 1947). 

*4 Borchard, op. cit. supra note 21, at 663. 

5 Carpenter v. Edmonson, 92 F. 2d 895 (C.A. 5th, 1937). 

26 ‘‘Here not only did the insurer ultimately unequivocally deny liability on the policy but it 
instituted (declaratory) action wherein it repudiated liability, which action was instituted 
against the Stokers by the attorneys who were representing them in the damage cases. 

‘In the very nature of things, after this happened, could it be expected of the Stokers that 
they would further entrust the defense of their damage cases to attorneys employed by the 
insurer after the insurer caused such attorneys to take a position directly opposed to their 
interests? 

‘We think not, especially in view of the following paragraphs from the sixth section of 
the Canons of Professional Ethics. . . . 

‘*Tt is unprofessional to represent conflicting interests, except by express consent of all 
concerned. . . .””” Hawkeye Casualty Co. v. Stoker, 154 Neb. 466, 48 N.W. 2d 623, 632 (1951). 

27 Tbid. 





552 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


as if it had wholly declined to defend or its offer of counsel under a non-waiver 
agreement had been rejected. Collateral estoppel doctrine would then apply 
with the dangers of collusion noted above. 

Measured against the non-waiver agreement as a solution to the insurer’s 
dilemma, the declaratory action is more serviceable in that it frequently enables 
the insurer to settle the question of policy coverage prior to the conclusion of 
the litigation between the assured and injured parties.** Nevertheless, the in- 
surer must face the possibility that declaratory relief will prove to be in- 
accessible. Also, by absenting itself from the original action from the outset 
when seeking declaratory relief, the insurer forever relinquishes its right to 
represent the assured in urging non-liability. Relinquishment of control of the 
litigation also increases the possibilities of collusion and indifferent defense. On 
the other hand, the non-waiver agreement (if accepted) allows the insurer to 
assume control of the assured’s defense in an effort to prove the assured innocent 
and to avert an adverse determination of factual issues, and at the same time 
to avoid estoppel by conduct. But where declaratory relief is denied, or where 
the non-waiver agreement is rejected, the unprotected insurer must stand the 
risk of being collaterally estopped as to the factual issues in suit between the 
assured and injured parties. 

It appears, then, that unless the courts exercise an unusually liberal disere- 
tion in granting declaratory relief and issuing injunctions against state proceed- 
ings, the benefit of the declaratory action is limited. Declaratory relief is pre- 
sumably always available to the insurer in the federal courts where policy cov- 
erage depends upon an alleged breach of condition or upon some fact not likely 
to be litigated in the state court suit. However, since collateral estoppel would 
normally not prejudice the insurer's interest under these circumstances, the in- 
surer might be content merely to deny liability and to remain inactive until suit 
is brought against it to enforce its obligations under the policy. 


Ill 


A third solution to the general problem, not yet widely attempted, is third- 
party practice. In Jordan v. Stephens v. Standard Accident Ins. Co.,? a contractor 
defending a negligence action was allowed under Federal Rule of Civil Procedure 


14 (a) to bring in his insurer as a third-party defendant after the insurer had 
declined to defend. 


28 E.g., Preferred Accident Ins. Co. v. Grasso, 186 F. 2d 987 (C.A. 2d, 1951). “‘Not only is 
the company relieved by a judgment in its favor from defending a negligence action against 
the assured, but the determination of the fundamental economic fact that there is ‘no cover- 
age’ enlightens and guides the injured person and the assured.” Borchard, Declaratory Judg- 
ments 634-35 (2d ed., 1941). But where the insurer brings declaratory action prior to the com- 
mencement of litigation between the assured and injured parties, and joinder of the injured 
party is allowed, the injured party may defeat the insurer’s attempt to determine the ques- 
tion of policy coverage separately from the issue of the assured’s liability by filing a crossclaim 
for damages against the assured. The insurer is then placed in an anomalous position with 
regard to the assured, opposing him and at the same time faced with the possible duty to de- 
fend him. Merchants Indemnity Corp. v. Dana, 8 F.R.D. 32 (D.C. Conn., 1948). 

29 7 F.R.D. 140 (W.D. Mo., 1945). 
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Impleader of the insurer can, of course, be accomplished only by the assured 
as defendant.** To counterbalance this advantage, Federal Rule 24, along with 
the sections in many state civil practice codes which provide for intervener, 
might be construed to allow the insurer to enter the proceedings on its own 
initiative in order to present its defenses without requiring subsequent litiga- 
tion.#* Subsection (a) (2) of Federal Rule 24 gives to third parties an absolute 
right to intervene ‘‘when the representation of the applicant’s interest by exist- 
ing parties is or may be inadequate and the applicant is or may be bound by a 
judgment in the action.”’ Regarding the first requirement, it is clear that the 
assured, insofar as he represents the insurer against the injured party, cannot 
be depended upon adequately to protect the insurer’s interest under the policy. 
Indeed the reverse is more reasonably to be expected. And as to the second, it 
has been seen that an insurer “may be bound,’’ through its privity to the as- 
sured, by the operation of collateral estoppel if issues going to policy coverage 
are litigated. In such cases the right of the insurer to intervene and contest the 
allegation should be absolute. Even where the injured party’s complaint con- 
tains no allegations bearing directly on policy coverage, the interest of the in- 
surer in the outcome of the litigation plus the ever-present possibility that it 
may be bound justifies the insurer’s intervention. 

Under the broad rule of intervention adopted in more than one-half of the 
states, an insurer should be allowed to enter in its own interest even with de- 
fenses which are entirely new or foreign to the main cause. ‘“‘An intervention 
takes place when a third person is permitted to become a party to an action or 
proceeding between other persons ... by demanding anything adversely to 
both the plaintiff and the defendant.”33 If the word “‘both” is emphasized in 
objection to the insurer’s intervention, it may be answered that in those states 
where the injured party is allowed to proceed by way of garnishment or other- 
wise against the insurer after his judgment has been returned unsatisfied, a 


3° Diversity requirements sometimes raise difficulties in the federal courts. Before the 
amendment of Rule 14 (see note 34 infra), the defendant was permitted to implead a third 
party ‘‘who is or may be liable to the plaintiff for all or part of the plaintiff’s claim.” Requisite 
jurisdiction was held to be lacking where the plaintiff and the third-party defendant enjoyed 
common citizenship. As amended, the Rule provides that the defendant can implead a third 
party only when the latter is or may be liable over to the defendant for all or part of the 
plaintiff’s claim. The jurisdictional requirement is thus narrowed to diversity between the 
defendant and third party. See Federal Jurisdiction, 22 Tulane L. Rev. 328 (1947). 

3« “Intervention counterbalances the many devices of joinder. Its utility lies in offering 
protection to non-parties, who obviously comprise a large and undefined group with varied 
interests, oftentimes of tremendous financial and legal importance.” 4 Moore, Federal Prac- 
tice 6 (2d ed., 1948). On this subject generally, see Moore and Levi, Federal Intervention, 
45 Yale L.J. 565 (1936). 

# Inadequate representation is sufficient ground for intervention by a surety. United States 
v. American Surety Co., 142 F. 2d 726 (C.A. 2d, 1944). See Price v. Carlton, 121 Ga. 12, 48 
S.E. 721 (1904). The position of a surety when suit is brought against its principal seems pre- 
cisely that of an insurer when its assured is named defendant in an action for damages. Neither 
insurer nor surety is likely to receive adequate representation and both stand to be bound 
by a judgment rendered against the assured or the principal. 

33 Clark, Code Pleading 421 n. 284 (2d ed., 1941). 
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challenge as to policy coverage is distinctly adverse to the injured party’s in- 
terest as well as to the assured. Practically, the question of policy coverage is 
often of greater importance to the injured party than to the assured. 

It is important to inquire, however, whether the use of third-party practice 
will obviate the operation of the estoppel doctrines.’ Estoppel by conduct and 
collateral estoppel arise in favor of the assured or injured party, if at all, upon 
the advent of a second suit, i.e., between the assured or injured party and the 
insurer. Conversely, third-party practice is predicated upon unity of action. 
It is true that where an insurer has intervened or been impleaded, its policy de- 
fenses and the plaintiff’s complaint may not, under all circumstances, be capable 
of presentation to a jury at one and the same moment. The insurer’s policy de- 
fenses may be prejudicial to the assured’s defense;*5 the court may wish tem- 
porarily to conceal the fact that the defendant is insured;** or it may be that 
simultaneous litigation of the insurer’s defenses and the plaintiff’s claim will 
unduly complicate the proceedings.’7 Here, as a matter of convenience, the 
court may delay an adjudication of the insurer’s policy defenses until after, or 
require such adjudication before, a determination of the assured’s liability. But 
even then the litigation is a whole, not a fractured, action. In this state of things 
the doctrine of collateral estoppel (res judicata) has no significance or applica- 
tion. Clearly, no question of estoppel by conduct (prejudice) can arise, since the 
insurer has sufficiently expressed its disclaimer of liability in declining to defend 
the assured and in entering the litigation as a third party. 

Where policy coverage is in doubt, it has been seen that in the absence of 
third-party procedure the insurer must institute a declaratory action in order 
to preserve its defenses under the policy, or, in the alternative, offer a non- 
waiver agreement in order to preserve its capacity to represent the assured. 
But where the insurer enters the litigation as a third party, it may present both 
its own and the assured’s defenses within the framework of the single action. To 
a great extent this negatives the possibility of collusion between the assured and 
injured parties. 

From the standpoint of the assured, third-party practice is likewise of great 
advantage. Impleader enables the assured to sue the insurer on the policy with- 

44 Prior to the amendment of Federal Rule 14, a third-party defendant was ‘‘bound by the 
adjudication of the third-party plaintiff’s liability to the plaintiff.” This sentence has been 
omitted in the amended Rule, and in theory as well as practice it seems unlikely that a third 
party, having intervened or been impleaded into the proceedings, can be bound by a judg- 


ment rendered solely on the plaintiff’s complaint. 3 Moore, Federal Practice 432 (2d ed., 1948); 
Willis, Five Years of Federal Third Party Practice, 29 Va. L. Rev. 981 (1943). 

38 Farm Bureau Mut. Automobile Ins. Co. v. Hammer, 177 F. 2d 793 (C.A. 4th, 1949); 
Stefus v. London & Lancashire Indemnity Co., 111 N.J.L. 6, 166 Atl. 339 (1933). 

3% Pecor v. Home Indemnity Co., 234 Wis. 407, 291 N.W. 313 (1940). 

37 Brune v. MacDonald (Pacific Indemnity Co., Intervenor) 158 Ore. 364, 75 P. 2d 10 
(1938). The action arose out of injuries sustained in an auto accident. Defendant’s insurer 
sought to intervene, alleging collusion and praying that the policy be declared void. The court 
denied the petition for intervention on the ground that it introduced new and complicating 
issues into litigation. Query whether this reasoning does not defeat the primary purpose of the 
intervener statute, i.e., to prevent a multiplicity of suits. 
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out costly delay and before the insurer has had opportunity to bring a declara- 
tory action. At the same time, the assured, if defending in good faith, should 
have no objection to intervention by an insurance company which can em- 
ploy its skill and experience in the assured’s behalf without fear of estoppel by 
conduct. 

From the injured party’s point of view, the presence of the insurer as a third 
party eliminates the necessity of a secondary action against the insurer as sub- 
rogee of the assured, in which the burden of proof would be on him, not on the 
insurer, to show that assured was covered by the policy.** In addition, the 
injured party will receive first-hand information on the insurer’s policy de- 
fenses and will have an opportunity to decide on the basis of full knowledge 
whether an early settlement is not the more prudent course of action. 

Perhaps the only meaningful disadvantage of third-party practice to the in- 
surer is the possibility of jury prejudice. Since the insurer is a party litigant, its 
identity can hardly be concealed from the jury. Recent opinion tends to de- 
emphasize the importance of this factor, however. Contemporary juries are 
inclined to assume that defendants carry insurance as a matter of course. In 
addition, opposing counsel are generally able to inform the jury of the existence 
of insurance, so that jury prejudice is not likely to be much greater when the 
insurer is an admitted party than when it appears “anonymously” as attorney 
for the assured. 

A second factor sometimes thought to militate against the use of third-party 
procedure is the “‘no-action”’ clause. Standard liability forms contain a provision 
stipulating that “no action shall lie against the company . . . until the amount 
of the assured’s obligation to pay shall have finally been determined by judg- 
ment.’’4° The purpose of the “‘no-action’’ clause is patently to protect the insurer 
against hostile jury sentiment. But in line with a more realistic conception of the 
diminishing importance of the jury “secret,” at least one court has held the 
“no-action” clause ineffective as a bar to third-party procedure.“ 

38 Preferred Accident Ins. Co. v. Grasso, 186 F. 2d 987 (C.A. 2d, 1951); Travelers Ins. Co. 
v. Greenough, 88 N.H. 391, 190 Atl. 129 (1927). 

39 Disclosure of Insurer’s Interest in Voir Dire Examination of Jurors in Illinois, 43 Ill. L. 
Rev. 650 (1948). 

4° Appleman, Joinder of Policyholders and Insurers as Parties Defendant, 22 Marq. L. Rev. 
75 (1938). Damiano v. Damiano, 6 N.J. Misc. 849, 143 Atl. 3 (S. Ct., 1928). 

« Pre-trial examination of defendants as to the existence and the provisions of any liability 
insurance carried by defendants is now permitted in the federal courts. Brackett v. Woodall 


Food Products, 12 F.R.D. 4 (E.D. Tenn., 1951); Orgel v. McCurdy, 8 F.R.D. 585 (S.D. 
N.Y., 1948). 


# Jordan v. Stephens v. Standard Accident Ins. Co., 7 F.R.D. 140 (W.D. Mo., 1945). 
The ‘‘no-action” clause has been held a bar to joinder of the insurer as co-defendant. Crowley 
v. Hardman Bros., 122 Colo. 489, 223 P. 2d 1045 (1950). There is, of course, an essential differ- 
ence between a co-defendant and a third-party defendant. Where the insurer is co-defendant 
its primary defense must be made against the allegations of the injured party as to the conduct 
of the assured. Where the insurer is third-party defendant it need reply only to the assured on 
the issue of policy coverage and is not bound by a determination of the assured’s liability to the 
plaintiff. See note 34 supra. 
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In summary, third-party practice, when compared with the declaratory ac- 
tion as an approach to the insurer’s problem, presents this advantage: it enables 
the insurer to litigate issues of fact going to coverage without requiring the in- 
surer to absent itself from the action between the assured and injured parties. 
Compared with the non-waiver agreement, it is clear that third-party practice, 
in enabling the insurer to present defenses on behalf of the assured as well as 
to urge its own non-liability under the policy, eliminates both the possibility of 
rejection of counsel by the assured and the necessity of a second suit to deter- 
mine the insurer’s liability under the policy. Finally, third-party practice moots 
all question of estoppel. Presumption of jury prejudice, however, and the recog- 
nition heretofore accorded the ‘‘no-action”’ clause, are obstacles to a wider use 
of the third-party solution.‘ 


COMPETITION AND TV PROGRAM CONTENT 


“One of the more important sources of the retardation or re- 
gression of civilization is man’s tendency to use new inventions 
indiscriminately or too hurriedly without adequate reflection of 
long-range consequences.” 

Frankfurter, J., dubitante.* 


I 


However anomalous, one of the most significant facts in the on-rush of video 
has been the absence of a systematic legislative attempt to cope with its prob- 
lems. Because of the more or less chance presence of a clause in the Communica- 
tions Act giving the Commission jurisdiction over the transmission of images’ 
and because the organizations concerned with both the programming and tech- 
nical phases of TV have to a very large extent been those which have dominated 
radio, lethargy has thus far won out, and TV has been permitted to trip and 
stumble along the road originally charted out for its older brother.? 

The wisdom of such a course is dubious. The decisions of the Commission in 


43 Jacobs v. Pellegrino, 154 Misc. 651, 277 N.Y. Supp. 654 (S. Ct., 1935). 

* Radio Corp. of America v. United States, 341 U.S. 412, 425 (1951). 

t 48 Stat. 1065 (1934), 47 U.S.C.A. § 153(b) (Supp., 1951). 

2 The consequences of not paying rigid attention to the early developments in radio were 
catastrophic. Siepmann, Radio’s Second Chance 1-14 (1946); White, The American Radio 11 
et seq., 128-30 (1947). Not only was there absent a well-planned method of finance (the first 
extensive broadcasting was carried on by the set manufacturers as a means of increasing their 
revenues), but no agency was provided for resolving the technical problems of interference. 
The first federal regulation of radio, the Radio Act of 1912, 37 Stat. 302 (1912), concerned 
with radio telegraphy, provided for the licensing of broadcasters by the Secretary of Commerce, 
but was held insufficient to authorize licensing designed to end interference. Hoover v. Inter- 
city Radio Co., 286 Fed. 1003 (App. D.C., 1923); United States v. Zenith Radio Corp., 12 
F. 2d 614 (D.C. IIL, 1926). The latter decision was followed by the Radio Act of 1927, 44 
Stat. 1549-1555 (1927), superseded in 1934 by The Federal Communications Act, 48 Stat. 
1064 (1934), 47 U.S.C.A. § 151 et seq. (Supp., 1951). 


a 
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these first years of large-scale TV will point the course of future development ;3 
the color television case‘ is merely illustrative of their importance. More funda- 
mental, however, are the issues involved in channel allocation and the deter- 
mination of whether sponsorship is destined to play as leading a role in the for- 
mulation of TV programming as it has in radio. These are questions which con- 
cern themselves with the ultimate make-up of the programs broadcast. The 
overwhelming importance of television as a medium of mass communication 
may well prompt consideration of the nature of such decisions and whether their 
determination should in the first instance be left in the hands of a regulatory 
body. 

Program variety is conspicuously absent from the American broadcasting 
scene.’ This is not chiefly the fault of the industry ;* instances are few where the 
telecaster is free to program what he wishes.’ In very large measure he is a cap- 
tive of “the product” and the agencies which see it huckstered.* This does not 


3 Many have asserted that the possibilities of realigning the make-up of radio broad- 
casting are pretty much out of question. See, for example, the remarks of Commissioner Denny, 
Hearings before a Senate Subcommittee on Interstate and Foreign Commerce, Sen. 1333, 80th 
Cong. 1st Sess. 38 (1947). As for the dismal state of FM, see ibid., 42-44. See also, Comment, 
The Impact of the FCC’s Chain Broadcasting Rules, 60 Yale L.J. 78, 101 (1951). Paradoxically 
enough, Siepmann, Radio’s Second Chance 1-14 (1946), after devoting an entire book to the 
tremendous potential of FM as a means of raising the level of programming in its own right, 
now seems to count chiefly upon the complete devotion of television to mass levels of enter- 
tainment, thus deflecting the higher-type programs to radio. Siepmann, Radio, Television, 
and Society 346 (1950). 

4 Radio Corp. of America v. United States, 341 U.S. 412 (1951), upholding the validity 
of a Commission order which, in effect, requires each set-owner desiring to convert from black 
and white to color reception to buy an adjusting device. See Comment, ‘‘Public Interest” 
and the Market in Color Television Regulation, 18 Univ. Chi. L. Rev. 802 (1951). 


5 According to a survey conducted by Drs. Donald Horton and Dallas W. Smythe, of the 
Joint Committee on Educational Television, of 33,387 minutes of telecasting over 7 New 
York TV stations from January 4-10, 1951, only 3% could be classified as informational; 
2% as involving public issues; 1% as religious; and 5% as music. The remainder was devoted 
to “‘light entertainment.” Hearings before a Senate Subcommittee on Interstate and Foreign 
Commerce, Sen. Res. 127, 82d Cong. 1st Sess. 41-42 (1951). Similar results have obtained else- 
where. 

6 The Federal Communications Commission has itself to some extent recognized this. 
FCC, Public Service Responsibility of Broadcast Licensees (FCC Bluebook) 40-47 (1946). See 
further, White, op. cit. supra note 2, at 54 et seq. 

7 Though this has been true of radio for a long time, the effects are accentuated in the case of 
television, primarily because the latter costs more. Current estimates place the cost ratio at 
between 4 and 5 to 1. The high cost of television broadcasting has been one of the principal 
stumbling blocks to its continued development in Britain. ‘‘[T]he television income in 1949-50 
covered less than one-third of the television expenditure including capital which by BBC prac- 
tice is being met from revenue.” Report of the Broadcasting Committee, 1949, Cmd. 8116, 
at 93 (1951). In the United States the cheapest type of network show costs nearly $300,000 a 
season. One firm spends more than 5 million dollars a year on television advertising. See 
Mabley, TV Has Traveled A Long Way—But Where’s It Going?, Chicago Daily News, sec- 
tion 1, p. 1, col. 1 (Nov. 17, 1951); November Gross, Broadcasting-Telecasting Magazine, 
p. 61 (Jan. 21, 1952); Siepmann, Radio, Television and Society 327-30 (1950). 

® As one disgruntled writer remarked, “‘(rjadio writing, as it has now developed, is simply 
an adjunct of advertising. The word is fitted to the Product. The Product is God. The word is 
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mean, however, that the public on the whole is dissatisfied ; surveys indicate the 
contrary.? Yet such tastes are known to be themselves in part a product of pre- 
viously available entertainment diet, and the fact is undeniable that certain of 
our minority taste groups are catered to hardly at all. 

The sponsorship system necessarily implies submission to sponsorship stand- 
ards. These standards are geared to sell goods. It is no accident that the Tele- 
phone Hour is financed by a monopoly and that the programs of Dupont are 
selective and high-toned. Neither of these companies need worry about the 
fickleness of mass tastes. Normally, however, the sponsor-receptor relation is 
far more direct. Programs are paid for by the purchases which they induce; if 
practice proves otherwise, the program will be discontinued. 

Reception privileges are now effectively tied to the sale of a sponsor’s prod- 
ucts. Implicit in sponsorship is the power to select what is to be programmed. 
Much as monopolizing patentees have illegally attempted to condition the use 
of their monopoly privileges on the sale of non-patentable items, sponsors, 
through their powers of program selection, have conditioned the character of 
programs to be broadcast. In so doing, they have foreclosed the listening-market 
to any whose tastes do not happen to correspond to the level of programs 
adopted. The only practical difference arises from the fact that the sponsor, in 
tying up broadcasting time, has no problem of tie-in enforcement; whereas en- 
forcement is the crux of the patentee’s whole difficulty. The listener can only 
take what is offered or leave it. High-level cultural programs have been forced 
out of the market.” 


On the level of broadcasting expenses alone, however, the sponsor’s use of his 
selecting power to tie-in programs is at times warranted. As between a sponsor 
and a listener who is also a customer the cost of a broadcast is met as part of the 
product’s purchase price. The non-purchasing listener, on the other hand, is the 


the interval between the announcements of God. . . . I submit the following . . . program 
Get back some control over og which is now almost exclusively in the hands of the 


sponsor and advertising agency. . . .” White, op. cit. supra note 2, at 87. For a more analytical 
view see the FCC Bluebook 40 et eq. (1946). 


» “Listeners, by and large, think well of radio: 80 per cent believe that it is doing either an 
‘excellent’ or a ‘good job.’ . .. The public, apparently, is not exacting.” Siepmann, Radio, 
Television and Society 84 (1950). For an exhaustive, if somewhat cynical treatment of the 
subject, consult Lazarfeld and Stanton, Communications Research 1948-1949, 51 et seq. 
(1949). 


© See, for example, the remarks of Rep. Lane: ‘‘Television programs are running wild. 
They are abusing the hospitality of American homes with lewd images and suggestive language 
that . . . excite those who are under-age and distress every decent adult. 

‘In the feverish rush to monopolize attention, video has thrown all standards to the 
winds.” 97 Cong. Rec. 1,755 (Feb. 28, 1951); Hearings before a Senate Subcommittee of the 
Committee on Interstate and Foreign Commerce, op. cit. supra note 5, at 27-28. 

On the whole, it is probable that television standards have been lower than those of radio. 
This has certainly been the British experience. Compare the merits of the programs for the 
respective media in the Beveridge Committee Report, op. cit. supra note 7, at 9 and 83. Similar 
results are obtained from a comparison of the lists of radio network programs found in Siep- 
mann, Radio, Television and Society 124-127 (1950), with the television surveys cited in 
note 5 supra. 
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recipient of an outright gift. For the non-listening customer, of course, it is too 
bad the program is broadcast at all, as he pays anyway. Apart from the question 
of minority tastes, it is apparent from this that our currently low level of pro- 
gramming is the fairest possible. If sponsors, instead of trying to please the ma- 
jority, had instead chosen Toscanini and Heifetz, the number of persons paying 
for others’ entertainment would be tremendously enlarged. 

As far as his listeners are concerned, the sponsor discriminates in very small 
degree, if at all. The listener is either getting something for nothing, as he refuses 
to purchase, or if he does purchase, probably pays little more than his fair share 
of the expense. Nor need the sponsor worry about selecting a program which 
fails to satisfy the needs of those who neither listen nor purchase. The only 
group of persons which is being economically imposed upon is that which pur- 
chases and whose tastes are disregarded. In this latter instance, of course, the 
tie-in is again completely unjustified." 

The type of discrimination involved here is inherent in sponsorship; a pro- 
ducer has no way of determining who is benefited by his programs and who is 
not. A rebate scheme would be fantastic and unworkable. But even if the dis- 
crimination could be eliminated, no means would have been provided whereby 
cultural minorities might avail themselves of high-level programs. Such groups 
are not now in a position to help themselves; nor is it possible for others to go 
into the business of helping them. The difficulties presented by the wide diffusion 
of their members, finance, organization and technique render such a course al- 
together impossible. 

Most persons would agree that variety in programming is desirable and that 
our taste minorities ought at least be given an opportunity to procure higher- 
level broadcasts. This comment represents an attempt to outline the various 
means by which this might conceivably be accomplished. 


Il 


The recent report of the Beveridge Committee on British Broadcasting 
throws into relief the fact that commercial sponsorship is not the only successful 
means of financing radio-television media.” The story of British broadcasting is 


™ This does not mean that the sponsor is necessarily “‘in the wrong” for insisting that the 
programs he pays for are primarily designed to sell goods. Although it has often been suggested 
that he does not know what the public really wants and is guilty of excessive commercializing, 
one cannot really blame him for not risking the stockholder’s money on something speculative, 
when traditional methods seem to have served him so well. If there is to be a change, the initia- 
tive should not be expected to come from the sponsor. 


2 Report of the Broadcasting Committee, 1949, Cmd. 8116 (1951). Broadcasting got under 
way in Britain in 1922. The first license was issued to the British Broadcasting Company 
formed by the principal set manufacturers and was later continued on the recommendation of 
the Skyes Committee of 1923. In 1926, after inquiry by the Crawford Committee, the name 
of the company was changed to the British Broadcasting Corporation and its license renewed 
for another 10 years. It was renewed for a similar period in 1936 and again in 1946 for a shorter 
period. The 1946 Charter expired on December 31, 1951. Ibid., at 6. For the most intensive 
study of the BBC monopoly development, consult Coase, British Broadcasting: A Study 
in Monopoly (1950). 
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almost entirely the story of BBC, a governmentally controlled monopoly, 
financed chiefly by the sale of annual licenses to radio and television set- 
owners." As the sponsorship method of handling programming in the United 
States was to a large extent fortuitous," it is interesting to note that the licens- 
ing-monopoly approach of Britain was almost equally so. The great disparity 
in the types of service offered is thus made even more striking. 


13 The early efforts in developing an overall licensing system were not particularly success- 
ful. In April of 1923 there were 200,000 persons with home made radio receiving sets who had 
not taken out licenses. Coase, op. cit. supra note 12, at 34. This problem, once solved, complete- 
ly cleared the path. Otherwise the system seems to have operated without difficulty. The fee 
charged to the public for a reception license was ros. Od. until 1946 when it was raised to £1 
for sound and £2 for sound and television combined. Report of the Broadcasting Committee, 
op. cit. supra note 7, at 122. 

™4 American broadcasting history is usually dated from 1920, when the results of the 1920 
presidential election were broadcast over KDKA. Although less than 20 stations were in 
existence in that year, by the end of 1922 nearly 600 were in operation. It was a “free-for-all” 
without a referee. Various proposals were advanced with a view to meeting the costs of the 
fast-growing development; among them, municipal financing, reception charges (subscrip- 
tion broadcasting) and philanthropy. None of the schemes envisioned broadcasting as ever 
anything but insolvent. For example, David Sarnoff, one of the principal spirits of the new 
industry, looked upon the first major network, NBC, in the following vein: ‘‘I feel that. .. 
such a company will ultimately be regarded as a public institution of great value in the same 
sense that a library, for example, is today. Also, it would remove from the public mind the 
thought that those who are doing broadcasting today (1922) are doing so because of profit to 
themselves. In other words, i¢ removes the broadcasting company itself from the atmosphere of 
being a commercial institution.” Archer, Big Business and Radio 33 (1939). 

Sponsored programs were first tried experimentally over WEAF in 1922. The public voice 
initially rose high in protest, continuing with diminishing force until 1929. Since that date, 
the principle of commercial sponsorship has been all but unanimously subscribed to. See 
White, The American Radio 11-27 (1947); Siepmann, Radio’s Second Chance 1-14 (1946). 

«8 Although it was certain from the outset that the industry, if it was to develop, would have 
to do so under the aegis of government due to the scarcity of British frequencies, as late as 
May, 1922, after various parliamentary proposals had been set forth, there was no apparent 
thought of setting up a broadcasting monopoly. Coase, op. cit. supra note 12, at 11. The two 
principal factors which resulted in the acceptance of the monopoly proposal were, first, the desire 
of the post office to obviate the difficulties involved in selecting those to be allowed permission 
to broadcast; and, second, the chaotic state of the American broadcasting industry. Ibid., 
15-23. 

As to finance, various proposals were considered, viz., (1) that the costs be met out of the 
general public funds; (2) that customs and excise duties be imposed on radio parts; (3) pro- 
ceeds from license fees paid by retailers and manufacturers; (4) set-owner licenses; and (5) 
commercial advertising. 

As to the last, the Skyes Committee remarked: ‘‘We attach great importance to the main- 
tenance of a high standard of broadcast programmes . . . and we think that advertising would 
lower the standard . . . would tend to make the service unpopular, and thus defeat its own 
ends. In newspaper advertising the small advertiser as well as the big gets his chance, but this 
would not be the case in broadcasting.” Coase, supra, at 35-36. Yet the Committee was not op- 
posed to allowing commercial sponsorship under proper regulation. If the sponsor was willing 
to be satisfied with mere mention of his name, all right. The present status of commercial 
broadcasting in Britain is stated in clause 3 of the License and Agreement of 29th November, 
1946: “‘ ‘The corporation shall not without the consent in writing of the Postmaster General 
receive any money or any valuable consideration from any person in respect of the transmission 
of any broadcast matter by means of stations... or broadcast any commercial advertise- 
ment or sponsored program.’ ” Report of the Broadcasting Committee, op. cit. supra note 
12, at 98. The Committee, while recommending the continuation of the provision, was more 
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The keynote of BBC programming was early struck by Lord Reith. Criticized 
for disregarding the desires of the public, he remarked: “‘It is . . . indicated . . . 
that we are apparently setting out to give the public what we think they need— 
and not what they want, but few know what they want, and very few what they 
need. . . . In any case, it is better to over-estimate the mentality of the public 
than to under-estimate it.’* Although few may know what the British public 
wants, it is undeniable that the BBC has decided what they shall have and that 
the desires of the majority have, to some extent, been disregarded. Whether 
rightly or wrongly, the corporation early assumed the role of public tutor and 
has ever since been dedicated to the task of cultural uplifting.'? Whether it has 
succeeded is problematical; the Beveridge Report seems to indicate that it has 
not."* It is certain, however, that the tastes of the minority have been met and 
perhaps even surpassed.'? 

It seems ironical, from a free enterprise point of view, that the BBC has tradi- 
tionally sought to justify its monopoly status primarily on the ground that it is 
essential to the protection of high broadcasting standards and minority tastes.”° 
Its position before the Beveridge Committee was no different; and what is 
more striking, a majority of the Committee was induced to endorse this view.” 


sharply divided on this point than any other. Ibid., at 107. Even the majority seemed to be 
inclined to permit sponsor-intrusion in the case of television, where the British financial prob- 
lem is severe. Ibid., at 104. 


*® Quoted by Coase, op. cit. supra note 12, at 47. The BBC at present maintains 3 main 
services to its home listeners: (1) Home Service running on weekdays from 6:30 A.M. to 
11:30 P.M., consisting of the “broad middle strand of the BBC’s broadcasting”; (2) Light 
Programme, running on weekdays from 9 A.M. to Midnight and devoted to ‘‘entertainment in 
the widest sense” (but not nearly so ‘“‘wide” as in the United States); and (3) Third Pro- 
gramme, running from 6:00 p.m. to 12 Midnight, representing the acme of culture in British 
broadcasting. 

17“*The fact is that the majority of those who conceive and direct . . . the whole range of 
the BBC’s program services are graduatés of Oxford or Cambridge . . . and they exemplify 
both the strength and weaknesses of their alma mater. For today Oxford and Cambridge 
represent a tradition of education and a concept of culture more nearly suited to the social 
structure of Great Britain in the late eighteenth century than that of 1950.” Siepmann, Radio, 
Television and Society 140 (1950). 

*® The Light Programme has steadily gained in popularity in evening listening, from draw- 
ing 44% of the total audience in the 3rd quarter of 1945, to drawing 63% in the 3rd quarter of 
1949. Home Service listening declined in the same period from 56 to 36%. The entry of the 
Third Programme in 1946 detracted from Home Service listening, but Third Programme has 
also lost listeners, falling from 4% of the total audience in 1946 to less than 1% in Oct., 
1949. Report of the Broadcasting Committee, op. cit. supra note 12, at 57. 

9 For instance, here is a sample of an ordinary evening with Third Programme: con- 
temporary chamber music, Aesthetics of the Gregorian Chant (talk), Character of Charles I 
(talk), orchestral concert, Medieval Latin poetry, international news talk, interlude and 
poetry readings. Siepmann, Radio, Television and Society 134 (1950). 

¢ Coase, op. cit. supra note 12, at 47 et seq. 

» Report of the Broadcasting Committee, op. cit. supra note 12, at 72. 

* The majority denied this explicitly, ibid., at 43, while accepting it throughout the Report. 
See especially, the remarks, ibid., at 170. Compare the view of Mr. Selwyn Lloyd, author of 
the Minority Report, ibid., at 210. 
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The approach is by way of Gresham’s Law, that if competition is permitted, the 
public will be sought after; and as the public wants entertainment and not cul- 
ture, programming standards must fall. The proper object of broadcasting is to 
render a public service, not to compete for listeners or even primarily to please 
them.*$ Advertising, and even sponsoring, are proscribed along the same lines. 

Despite the fact that BBC standards are geared to a cultura] level in excess of 
that possessed by the public, the average British listener seems quite satisfied." 
The Beveridge Committee, in recommending a renewal of the BBC Charter 
(largely along the lines of the present one), was doing exactly what was wished.” 

There are variations on the British and American themes. Canada,”” Aus- 
tralia,** and New Zealand” have combined the two in varying admixture. What 
evidence there is points to the conclusion that a balance somewhere between 
them is productive of much better results.*° The fact remains, however, that the 
principle of governmental regulation of programming has not gained wide ac- 
ceptance in the United States. Expanding rather than a narrowing of the sphere 


23 ‘We reject as a guiding principle in broadcasting competition for numbers of listeners.” 
Ibid., at 167. Mr. Lloyd took a somewhat different view: “‘I fully accept the necessity for one 
public service system, one of the functions of which would be to cater to minorities. Subject to 
that proviso, I see no harm in the bulk of other programmes being intended to cater for as 
large a number of listeners as possible.” Ibid., at 207. It is noteworthy that even the most 
vehement of the objectors to the British broadcasting monopoly, including Mr. Lloyd, did 
not propose that minority tastes be disregarded and/or advertising be permitted without 
rigid governmental supervision. Ibid., at 40 et seq. And a survey indicated that most British 
advertisers are not interested in being able to buy radio time. Ibid., at 217. 

4 Tbid., at 72. 


*s According to the Reports of the British Institute of Public Opinion for 1946 and 19409, 
the percentage of the public opposed to the introduction of commercial advertising and in 
favor of the continuation of the monopoly rose from 44 to 51%. The percentage favoring the 
introduction of commercial advertising declined from 42 to 33% over the same period. Ibid., 
at 105. Compare Coase, op. cit. supra note 12, at 176. 

% Thid. 

27See the Canadian Broadcasting Act, 1937, I Edw. VIII 6-24 (Canada, 1937). 
Canadian Broadcasting has been described as a ‘‘compromise,” a ‘‘hybrid.” It is run 
under the auspices of the Canadian Broadcasting Corporation which operates practically as 
both a regulatory and licensing authority much like the FCC, but differing from it in that it 
also broadcasts for itself, as in the case of BBC. While sponsoring is permitted, the pro- 
gramming level is rather high and a considerable diversity of choice exists. Sustaining pro- 
grams occupy over 81% of the total broadcasting time. The principal Canadian difficulty is 
that of finance. See for a brief discussion, Siepmann, Radio, Television and Society 164-67 
(1950). 

** Australian broadcasting supplies a service somewhat comparable to that of the BBC, 
but is at a competitive disadvantage as compared with the privately run commercial stations. 
The latter predominate in a 3 to 1 ratio attracting by far the larger number of listeners at 
any one time. Report of the Broadcasting Committee, op. cit. supra note 12, at 106. 


29 New Zealand most nearly approaches the British situation, although some commercial 
sponsoring is permitted. Ibid. Interestingly enough, the Union of South Africa has also de- 
parted from the parent model, introducing commercially-sponsored programs in 1950. Ibid., 
at 107. 


3° Thid., at 104 et seq.; consult further, Siepmann, Radio, Television and Society 110-67 
(1950). Compare Lazarfeld and Stanton, op. cit. supra note 9, at 215 et seq. 
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of private enterprise may yet provide us with an answer. Certainly the British 
approach is not one to be lightly undertaken." 


III 


What can be done to provide greater variety in telecasting in the United 
States? Of the various suggestions which have been put forward, the first may 
be disposed of briefly. It is a variation on the tried and unsuccessful notion that 
the Federal Communications Commission will be able to coerce broadcasters 
into raising the level of programming by threatening to withdraw licenses.* A 
grandiose expression of this policy is the famous Bluebook experiment of 1946,3* 
foreshadowed in scope only by the Chain Broadcasting Regulations of five years 
earlier.*4 Neither of these efforts has been successful.*5 It is maintained in some 


3* While it is outside the scope of this note to consider the political implications of British 
broadcasting methods, it should perhaps be mentioned that the ‘‘power of the Government of 
the day over the . . . [BBC] is absolute. . .. The Postmaster General can veto any proposed 
broadcast . . . and in doing so can require the Corporation to refrain from announcing that a 
veto has been imposed. Any . . . Department can require the Corporation to broadcast any 
announcement . . . desired by it.” Report of the Broadcasting Committee, op. cit. supra note 
12, at 7. It is only fair to say, however, that the BBC has in practice been largely independent 
of government control. Although the first of the above powers has never been formally em- 
ployed, pressure was exerted in the days before Munich to keep Churchill from speaking on 
the dangers of appeasement. Coase, op. cit. supra note 12, at 166. 

32 Only die-hard elements today challenge the entire basis of FCC program regulation. While 
the original intent of Congress is perhaps open to question, all doubt has been resolved in favor 
of the Commission. Johnston Broadcasting Co. v. FCC, 175 F. 2d 351 (App. D.C., 1949); 
Kentucky Broadcasting Corp. v. FCC, 174 F. 2d 38 (App. D.C., 1949); Simmons v. FCC, 
169 F. 2d 670 (App. D.C., 1948), cert. denied 335 U.S. 846 (1948); KFKB Broadcasting 
Ass’n v. Federal Radio Commission, 47 F. 2d 670, 672 (App. D.C., 1931); Trinity Methodist 
Church, South v. Federal Radio Commission, 62 F. 2d 850, 853 (App. D.C., 1932). 

For two of the most eloquent if futile statements of a contrary view, see Segal and Warner, 
“Frequencies”: A Review, 19 Rocky Mt. L. Rev. 111 (1947); and Miller, Principles of Law 
Limiting Radio Broadcasting, 9 F.R.D. 217 (1949). See also Note, The FCC, Administrator 
Extraordinary and Licensor Plenipotentiary, 36 Va. L. Rev. 232 (1950). 

33 FCC, Public Service Responsibility of Broadcast Licensees (1946). The publication 
consists of a statement of policy to be followed by the Commission in passing on proposals 
for the granting, renewal and revocation of broadcasting licenses. It looks indirectly to the 
regulation of program content. See Comments, Governmental Regulation of the Program 
Content of Television Broadcasting, 19 Geo. Wash. L. Rev. 312 (1951); Old Standards in 
New Context: A Comparative Analysis of FCC Regulation, 18 Univ. Chi. L. Rev. 78 (1950); 
Government Control of the Content of Radio Programs, 47 Col. L. Rev. 1041 (1947); Radio 
Program Controls: A Network of Inadequacy, 57 Yale L.J. 275 (1947). 

34 FCC, Report on Chain Broadcasting (1941). The rules took the form of a policy declara- 
tion that the Commission would not issue a license to any station entering into a proscribed 
relationship with a broadcasting network. The Commission hoped that by increasing the 
number of networks and augmenting the independence of the individual broadcasting licensee, 
the rules would promote a fairer presentation of public issues. Hearings before Committee on 
Interstate Commerce, Sen. Res. 113, 77th Cong. rst Sess. 151 (1941). Compare the remarks of 

35 Notes 33 and 34 supra. Even where the Commission finds the grossest licensing abuses, it 
usually renews the offender’s license upon receiving an assurance of good conduct in the future. 
See, e.g., Port Frere Broadcasting Co., 5 Pike & Fischer Radio Reg. 1137 (1949) (almost entire 
afternoon broadcasting devoted to transmission of horse-racing results); In re Joliet Broad- 
casting Co.,4 Pike & Fischer Radio Reg. 1225 (1949) (running description of horse races 

[Footnotes 34 and 35 continued on following page] 
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quarters that this is because of the Commission’s cumbersome weapons and that 
if supplied with ‘“‘cease and desist” powers, results would be different.** To some 
extent this may be true. But even aside from legislative difficulties, the sugges- 
tion seems unrealistic. So long as broadcasting is wholly dependent upon com- 
mercial sponsorship, it is difficult to see how the situation can be very consider- 
ably improved.’’ Almost every significant step the Commission has taken in the 
way of regulating program content has been fought bitterly through the courts.** 


G. P. Brown, sole owner of the Federal Broadcasting System, Hearings before the House 
Committee on Interstate and Foreign Commerce, Sen. 658, 82d Cong. 1st Sess. at 414 (1951). 
To date the Commission has neither revoked nor refused to renew a license on the ground that 
the rules have been violated. Since 1941 it has conducted but one thorough inquiry into net- 
work activities and after finding the most flagrant violations of the rules refused to invoke any 
sanctions. Lee Broadcasting System, 5 Pike & Fischer Radio Reg. 1179 (1949). The disen- 
gagement of the Blue Network from NBC represents their one solid achievement. Radio Corp. 
of America, 10 F.C.C. 212 (1943). Compare Federal Broadcasting System v. American Broad- 
casting Co., 167 F. 2d 349 (C.A. 2d, 1948), cert. denied 335 U.S. 821 (1948) (a sad commentary 
on the present state of network-affiliate relations). See Comment, The Impact of the FCC’s 
Chain Broadcasting Rules, 60 Yale L.J. 78 (1951); White, The American Radio 162 (1947). 
[Footnote 35 Con’t} 

sponsored by racing publication); Metropolitan Broadcasting Co., 5 F.C.C. sor (1938) 
(transmission of lottery information); cf. Revocation of License of Panama City Broadcasting 
Co. (The Florida Cases) 9 F.C.C. 208, 223 (1942); State Capitol Broadcasting Ass’n (The 
Texas Cases) 8 F.C.C. 445, 459, 473, 479 (1940); First Baptist Church, 6 F.C.C. 771 (1939); 
Joseph C. Callaway, 5 F.C.C. 345 (1938). 

Programming considerations have played a much more important part in license applica- 
tion proceedings, but even here the Commission has undertaken only the slightest steps to 
raise the overall program level. The scope of the cases may be illustrated by the following: 
Simmons v. FCC, 169 F. 2d 670 (App. D.C., 1948), cert. denied 335 U.S. 846 (1948) (proposal 
to carry network programs exclusively with no regard to local needs); Young People’s Ass’n 
for the Propagation of the Gospel, 6 F.C.C. 178 (1938) (station facilities to be used primarily 
for religious broadcasting to persons with belief similar to applicant’s); Food Terminal Broad- 
casting Co., 6 F.C.C. 271 (1938) (broadcasting time to be devoted principally to the dissemina- 
tion of market information). See also, Johnston Broadcasting Co. v. FCC, 175 F. 2d 351 (App. 
D.C., 1949); Kentucky Broadcasting Corp. v. FCC, 174 F. 2d 38 (App. D.C., 1949). 

36 See Regents of the University System of Georgia v. Carroll, 338 U.S. 586, 601 (1950); 
Hearings before a Subcommittee of the Senate Committee on Interstate and Foreign Com- 
merce, Sen. 1333, 80th Cong. 1st Sess. 14, 51 (1947). Sen. 658, 82d Cong. rst Sess. (1951), 
now pending in Committee makes express provision for the issuance of ‘‘cease and desist” or- 
ders. See generally, Hearings before the House Committee on Interstate and Foreign Com- 
merce, Sen. 658, 82d Cong. rst Sess. (1951). 

37 One of the most significant steps ever taken by the Commission to implement real con- 
trol over broadcasting policies was that contained in the so-called Mayflower doctrine which 
was thought to preclude licensees from editorializing over their own station facilities. May- 
flower Broadcasting Corp., 8 F.C.C. 333, 340 (1940). While the basis of the doctrine was only a 
dictum and it is doubtful whether it was ever intended to say more than that the licensee was 
expected to be impartial in his overall public approach (see Heffron, Should Radio Be as 
Free as the Press?, 47 Commonweal 466 [1948] ), the Commission felt it necessary to retract. 
FCC, Report of the Commission in the Matter of Editorializing by Broadcast Licensees (1949). 

38 See, e.g., Columbia Broadcasting System v. United States, 316 U.S. 407 (1942); Na- 
tional Broadcasting Co. v. United States, 319 U.S. 190 (1943); Evangelical Lutheran Synod 
of Missouri, Ohio, and Other States v. FCC, 105 F. 2d 793, 795 (App. D.C., 1939); Trinity 
Methodist Church, South v. Federal Radio Commission, 62 F. 2d 850 (App. D.C., 1932); 
KFKB Broadcasting Ass’n v. Federal Radio Commission, 47 F. 2d 670(App. D.C., 1931). 

In certain areas, however, the Commission regulates free from judicial interference. This 
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The same has been true of other assertions of its power.** 

Mention should also be made of a bill introduced by Senator Benton which 
calls for the creation of an eleven-man commission to write an annual report 
dealing with the content of television programming and to make various sugges- 
tions as to how it might be improved.** The report is to be merely advisory. 
Howls of censorship” have gone up from the industry which, for once, do not 
seem altogether unjustified. The Supreme Court has never directly passed on the 
question of whether radio or television is protected under the “‘press clause”’ of 
the First Amendment; but there is a lower court ruling to this effect,* and the 
Court itself has expressed a similar view.“4 The doctrine of Mutual Film Corp. v. 
Ohio Industrial Commission, that movies are means of entertainment rather 
than public expression and therefore not entitled to constitutional protection, 
has long been under attack. But the analogical jump from movies to television 
and radio overlooks important differences and would probably not be followed 


is due to the fact that a licensee has no standing to appeal in the event his application is 
granted. 48 Stat. 1093, as amended, 47 U.S.C.A. § 402 (b)(Supp., 1951). See, e.g., Scott, 11 
F.C.C. 372 (1946). Sen. 658, 82d Cong. 1st Sess. (1951), while broadening the provisions for re- 
view, would seem to leave the Act unchanged in this particular. The Commission’s practice 
of issuing ‘‘informal” statements of policy has been termed “regulation by fear.” See the re- 
marks of Senator McFarland, Hearings before a Subcommittee of the Committee on Inter- 
state and Foreign Commerce, Sen. Res. 127, 82d Cong. 1st Sess. 17 (1951). It may be doubted, 
however, whether the actual scope of the practice is as broad as is sometimes supposed. See 
Comment, Old Standards in New Context: A Comparative Analysis of FCC Regulation, 18 
Univ. Chi. L. Rev. 78, 84-86 (1950). 


39 See, e.g., FCC v. WOKO, Inc., 329 U.S. 223 (1946); Ashbacker Radio Corp. v. FCC, 326 
U.S. 327 (1945); Mansfield Journal Co. v. FCC, 180 F. 2d 28 (App. D.C., 1950); Stahlman v. 
FCC, 126 F. 2d 124 (App. D.C., 1942); Courier Post Pub. Co. v. FCC, 104 F. 2d 213 (App. 
D.C., 1939). 


#S. 1579, 82d Cong. rst Sess. (1951). A companion bill has been introduced by Rep. 
Goodwin in the House. H.R. 5829, 82d Cong. 1st Sess. (1951). Both proposals, however, pale 
beside that of Rep. Lane: ‘‘I believe . . . that the Congress should pass legislation that will 
set up a censorship board within the . . . Commission to scrutinize every telecast in advance. 
.. «97 Cong. Rec. 1755 (Feb. 28, 1951). 


4 Sen. 1579, 82d Cong. 1st Sess. (1951). 
# See, for example, Broadcasting-Telecasting, p. 63 (Oct. 29, 1951). 


43 Dumont Laboratories v. Carroll, 86 F. Supp. 813 (E.D. Pa., 1949), aff’d 184 F. 2d 
153 (C.A. 3d, 1950), cert. denied 71 S. Ct. 490 (1951). The point was not mentioned in the 
Appellate Court opinion, the principal ground of decision in both courts being that the federal 


government had completely occupied the radio and television fields, leaving no room for 
state censorship. 


44‘*We have no doubt that moving pictures, like newspapers and radio, are included in the 
press whose freedom is guaranteed by the First Amendment.” United States v. Paramount 
Pictures, 334 U.S. 131, 166 (1948). And see Associated Press v. KVOS, 80 F. 2d 575, 581 (C.A. 
gth, 1935). 

45 236 U.S. 230 (1915). 


4 See Kadin, Administrative Censorship: A Study of the Mails, Motion Pictures and Radio 
Broadcasting, 19 B.U.L. Rev. 533, 552 (1939); Film Censorship: An Administrative Analysis, 


39 Col. L. Rev. 1383, 1393 (1939); Censorship of Moving Pictures, 1 Cornell L.Q. 173, 174 
(1916). 
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in any event.‘’ Other objections to the measure are that the envisaged annual 
report will disclose no more than is already common knowledge and that the 
Commission itself has voiced opposition.** 

A third line of proposals has been represented by educator demand for the 
allocation of a large number of channels for the use of our educational institu- 
tions.*® The Commission has responded with alacrity, agreeing to hand over 
more than two hundred.’* But the educators are not yet satisfied. Sparked by 
the action of the New York Board of Regents in demanding eleven frequencies 
for its own use (where only seven had tentatively been allocated for education 
throughout the state), the pressure has grown tremendously. The New York 
proposal envisions an initial appropriation of 3} million dollars from the State 
legislature. Presumably this is also the method to be adopted in Connecticut.” 

There is certainly nothing wrong with educational control of television chan- 
nels. Past experience with radio, however, suggests caution.53 This commenced 
with ambitious objectives, but the end result has been largely a succession of 
failures.s4 Interest lagged after the newness wore off, and there were pressing 
problems of finance. The Commission itself became skeptical, and commercial 
interests were at times given the nod over educational ones. British radio experi- 
ence on the adult level has been equally disheartening.’ Iowa State University 
is the only educational institution actively telecasting today, and this has been 
made possible, in part at least, through a grant by the Ford Foundation. The 
financial problem appears almost insuperable ;5’ even Iowa State operates on a 

47 See Constitutional Law: Possible Impact of Television Rule on Motion Picture Censor- 


ship, 39 Calif. L. Rev. 421 (1951); Comments on Television and the Law, 25 St. John’s L. 
Rev. 245, 263 (1951). 


# See the discussion in Benton, On Code, Broadcasting-Telecasting, p. 62 (Jan. 21, 1952). 
As of October, 1951, only Commissioner Coy expressed himself as in favor of the proposal. 
Ibid. 

4 Hearings before a Subcommittee of the Committee on Interstate and Foreign Com- 
merce, Sen. Res. 127, 82d Cong. 1st Sess. 1 et seq. (1951). 

S° Thid., at 1-4. 

s* Thid., at 13. 8? Tbid. 


53 For a general discussion, consult Siepmann, Radio, Television and Society 272-79 
(1950); White, The American Radio 101-111 (1946). 


54 Tbid. 


ss ‘‘(Bjroadcasting has proved a less forceful instrument of continuous education than was 
hoped by many. . . . The main problem . . . is not at the sending end but at the receiving end 
... that of finding and keeping an audience; the most ambitious attempt in this field . . . 
was abandoned for lack of popular support.” Report of the Broadcasting Committee, op. cit. 
supra note 12, at 21. The Committee was also skeptical of suggestions for the use of television 
facilities in the schools. Ibid., 71-72. 


s* Hearings before a Subcommittee of the Committee on Interstate and Foreign Commerce, 
op. cit. supra note 49, at 13. 

57 See the remarks of Michael R. Hanna, manager of Cornell University’s radio stations, 
that non-commercial television is simply ‘‘unrealistic.” Broadcasting-Telecasting, p. 70 (Oct. 
22, 1951). 
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partially commercial basis. It is significant also that the large bulk of the inter- 
est has come from secondary rather than collegiate institutions.5* On the whole, 
junior town meetings do not make for much audience interest, whatever their 
educational value to the participants might be.s® The plans of the educators, 
while to some extent worthwhile, do not seem to hold much promise for any 
significant alteration of television programming. 

Two other possibilities should be noted. The first is the mushrooming 
theatre-TV development which dates from the Louis-Savold fight. Although 
theatre-TV as at present conducted does not have any direct relation to current 
standards of telecasting, its potentialities in this regard are not altogether with- 
out substance. It is conceivable that many groups, professional and otherwise, 
will be willing to pay for the use of closed-channel facilities if and when they 
become available.® A good deal will also depend, of course, on costs. The Fed- 
eral Civilian Defense Authority has already availed itself of TV-theatre.* 
Nevertheless, the development has met with a violent wave of public protest. 
A somewhat similar reception has been accorded it in England.* A lawyers’ com- 
mittee (FTPC) has been formed in New York to combat the “menace,” and 
threats have been made to carry the fight into the courts on due process 
grounds, although the basis for all this is not quite clear. In any event, the group 
seems to have the sympathy of the broadcasting industry, as well as the public.® 

Numerous studies have shown the deleterious effects of television on the 
sports industry.“ The profits lost at the gate must somehow be recouped. If 


other means of remedying the situation are not soon in appearing,® the only 


s* Hearings before a Subcommittee of the Committee on Interstate and Foreign Commerce, 
op. cit. supra note 49, at 8, 18. 


59 It almost goes without saying that the industry is wholeheartedly opposed to any but the 
most harmless number of educational channel allocations. For a typical statement, see Why 
Waste Channels?, Broadcasting-Telecasting, p. 52 (Oct. 22, 1951). 


6 The occasions upon which theatre-TV has been used thus far, however, have resulted in 
loss of money in almost all instances. Theatre TV, Broadcasting-Telecasting, p. 65 (Jan. 21, 
1952). 

: See Civil Defense: Plans More Theatre TV, Broadcasting-Telecasting, p. 80 (Nov. 5, 
1951). 

2 Report of the Broadcasting Committee, op. cit. supra note 12, at 88 et seq. 


6s The following are typical: Theatre TV No Knockout: An Editorial, Broadcasting- 
Telecasting, p. 64 (June 25, 1951); Movie Fightcast: Stirs Legal Threat, ibid., at 27; AM-TV 
Blackout, Broadcasting-Telecasting, p. 27 (Sept. 24, 1951); Linking Movies with Television, 
54 Commonweal 203-4 (1951). 

6s The Television Committee of the National Collegiate Athletic Ass’n found that pro- 
fessional baseball dropped some 8 million customers in 1950. Ullman, What About Pay-As- 
You-Look TV?, The Saturday Evening Post, p. 30, 133 (August 25, 1951). The National 
Opinion Research study indicates that somewhat similar results have obtained in collegiate 
football. See Control “Worked,” Broadcasting-Telecasting, p. 59 (Jan. 14, 1952). See also 
TV—Who’s Afraid?, 42 Fortune 55 (July, 1950); and the various studies cited in Comment, 
Copyrights and TV: A New Use for the Multiple Performance Theory, 18 Univ. Chi. L. Rev. 
757 (1951). 

6s See part IV, infra. 
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alternative for the promoter may prove to be the closed-circuit.* The same is 
true for other large-scale forms of entertainment. While it is true that the FCC 
may have power to preclude the growth of theatre-TV (although it would not if 
operated on a strict intra-state and leased cable basis), it is also true that neither 
it nor any other government body is empowered to deprive promoters of their 
property rights in planned entertainment. With a lone dissent, the cases are 
clear that such property exists.** Closed-channel hearings were scheduled to 


begin on February 25th, 1952, having been moved forward from November of 
last year.®? 


The current efforts of the broadcasting industry at self-regulation, as the sec- 
ond of these possibilities, appear almost completely ineffectual.” 

The final and most promising alternative remains—subscription-TV, the sale 
of TV programs in the home.” Subscription-television has thus far been put to 
only one substantial test. Zenith Radio Corporation, developers of Phonevision, 
conducted a go-day experiment in Chicago during the first three months of 1951. 


& The restrictive practices concertedly adopted by various groups of sports promoters and 
the National Collegiate Athletic Ass’n to cut down TV’s inroad into gate receipts are of 
dubious legality under the Sherman Act, 26 Stat. 209 (1890), as amended, 15 U.S.C.A. § 1 
(1948). See Paramount Famous Lasky Corp. v. United States, 282 U.S. 30 (1930); United 
States v. First National Pictures, Inc., 282 U.S. 44 (1930); Eastern States Retail Lumber 
Dealers’ Ass’n v. United States, 234 U.S. 600 (1914). The Justice Department has already 
filed suit against the National Football League, charging a violation of the Sherman Act in the 
League’s refusal to telecast Philadelphia-played games to the Philadelphian audience. Judge 
“Grim has overruled NFL’s motion to dismiss. See the discussion in Football Case, Broadcasting- 
Telecasting, p. 68 (Jan. 14, 1952). 


7 National Exhibition Co. v. Tele-Flash, Inc., 24 F. Supp. 488 (S.D. N.Y., 1936). 


68 Twentieth Century Sporting Club v. Transradio Press Service, Inc., 165 N.Y. Misc. 71, 
300 N.Y. Supp. 159 (S. Ct., 1937); Pittsburgh Athletic Co. v. KQV Broadcasting Co., 24 F. 
Supp. 490 (W.D. Pa., 1938). See Comment, Copyrights and TV: A New Use for the Mul- 
tiple Performance Theory, 18 Univ. Chi. L. Rev. 757, 759 (1951). 


16 F.R. 193 (Oct. 4, 1951). 


7 Forged in the heat of mounting government pressure, the newly drafted TV Code does 
not contain much hope for the amelioration of any but the most flagrant telecasting abuses. 
Briefly, it provides for a Review Board to enforce the advertising and program rules, sug- 
gests certain advertising and program practices along with time limits on advertising, opposes 
the sale of television time to church and religious groups and contains unwritten but inherent 
power for the Review Board to check unfair and unscrupulous competition within the industry. 
Not only is the Code suspectible of a charge of insincerity, but it is somewhat questionable 
from an antitrust point of view. See American Column & Lumber Co. v. United States, 257 
U.S. 377 (1921); Paramount Famous Lasky Corp. v. United States, 282 U.S. 30 (1930); United 
States v. First National Pictures, Inc., 282 U.S. 44 (1930). Broadcasters are already beginning 
to back out. See Beatty, Rewrite Code?, Broadcasting-Telecasting, p. 80 (Nov. 5, 1951). 
Benton, On Code, Broadcasting-Telecasting, p. 62 (Jan. 21, 1952). For the full Code text, see 
Broadcasting-Telecasting, p. 23 et seq. (Oct. 22, 1952). 


7 The prospective arrival has already called forth a good deal of comment. See generally, 
Ullman, op. cit. supra note 64; Benton, Television with a Conscience, Saturday Review of 
Literature, p. 7 (August 25, 1951). See also, 97 Cong. Rec. 3929 et seq. and articles there re- 
printed (April 13, 1951); Hearings before a Subcommittee on Interstate and Foreign Com- 


merce, Sen. 127, 82d Cong. rst Sess. 24 et seq. (1951). The principle of the development, how- 
ever, dates back many years. Ibid., at 36. 
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Preliminary analyses of the test indicate that it was successful “far . . . beyond 
expectation.”” 

Briefly, the image is sent completely over the air, as in the case of any other 
televised projection; but it is “scrambled” and can be clarified only by means of 
an impulse sent over a telephone wire after special arrangements with the tele- 
phone company. Whenever a set-owner desires to see a program, he merely con- 
tacts the phone company, and the charge is recorded on his monthly bill. The 
total Phonevision box-office for the go-day test period was $6,750, an average of 
$22.50 per family, or $1.73 per week.” 

Other systems of subscription-television have been developed, one known as 
Subscriber-vision, a product of Skiatron Electronics and Television, and the 
other as Telemeter, controlled by Paramount Pictures. Subscriber-vision does 
not necessitate the use of telephone wires, and it operates with a punched plastic 
card, much in the nature of an I.B.M. card, to unscramble the image. It is pres- 
ently undergoing tests over WOR-TV in New York.” Telemeter relies on a coin- 
slot apparatus attached directly to the receiver and has just completed a series 
of experimental operations on KTLA-TV in Los Angeles.’ 

Each of the contemplated systems is in a different technical stage of develop- 
ment. Zenith appears to be farthest along, declaring that it can establish Phone- 
vision in any medium sized city within six months after receiving FCC ap- 
proval.”* It seems that each system shares with the other the difficulty of devis- 
ing a fool-proof means of collection. The method contemplated by Zenith and 
employed during its Chicago experiment apparently offers the most protection. 
The pirating problem has also given trouble in the radio field and has thus far 
been a major obstacle in the successful development of functional music opera- 
tions.’’ If the telephone company refuses to cooperate with Zenith on Phone- 
vision, this issue may be raised once again in even more acute form. 


™ Zenith Radio Corp. Release (May 21, 1951). 73 Ibid. 

™ See Meter Methods, Telemeter Tells Plans, Broadcasting-Telecasting, p. 63 (Dec. 31, 
1951). 

78 The tests were conducted with short subject films and various test patterns after KTLA’s 
station hours under special authorization from the Commission. It is reported that Interna- 
tional Telemeter Corp. will soon apply for permission to conduct a final dress performance on 
the order of Zenith’s Chicago experiment. Ibid. See also, Telemeter Test, Broadcasting-Tele- 
casting, p. 80 (Dec. 3, 1951). 

% Uliman, op. cit. supra note 64, at 134. 


77 Functional music is the counterpart of subscription-TV in the radio industry. Its opera- 
tions consist in supplying commercial-free FM music to offices, restaurants, and factories. 
The system operates by means of a supersonic sound device which cuts out all vocal ma- 
terial and is only available to Functional’s subscribers. The pirating problem arises from 
the fact that others have engaged in supplying similar receivers, the owners of which are now 
in position to hear the commercial-free broadcasts without the costs attendant upon the 
broadcasting itself. The problem of re-shaping our legal doctrines to take care of the situation 
is an interesting one. In 1942, the prospect looked so dubious to Muzak Corp. that it refused 
to go ahead with a similar scheme, even though successful in its tussle with the Commission. 
Muzak Corp., 9 F.C.C. 287 (1942). See also, Muzak Corp., 8 F.C.C. 581 (1941), noted in 12 
Air L. Rev. 299 (1941). 
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IV ° 

The question mark in all this is the FCC. What will it do with the briefs of 
subscription-TV? The pressures on both sides are certain to be intensive. It is 
almost too much to expect inaction from the large television networks—NBC, 
CBS, ABC, and Dumont—while their television audiences are at least in part 
taken away. Nor can the moving picture exhibitors and many national adver- 
tisers be expected to welcome the new development. On the other hand, millions 
of dollars have been spent in the creation of the pay-as-you-see techniques; 
Zenith’s Phonevision experiment alone cost more than 600,000 dollars.”* The 
Commission will also find it difficult to overlook the highly favorable results of 
the experiment. 

A decision that would deny the entire principle of the development would 
seem highly unjustified. Subscription-TV’s potentialities as a revenue-sup- 
plying device to the individual telecaster seem excellent; regardless of what was 
broadcast, his ability to combat advertising pressures would be greatly en- 
hanced. With programs being purchased directly, the major problem of provid- 
ing a means by which taste minority groups might avail themselves of pro- 
gramming facilities could perhaps be met; and, of course, to the extent that a 
system of direct purchases displaced sponsotship, the discrimination difficulty 
would be proportionally abated. Indeed, if set-owners chose to allocate their 
television listening so as to be purchasing directly the large percentage of the 
time, it is conceivable that sponsorship could be altogether displaced. On the 
other hand, subscription-TV and sponsorship are not necessarily incompatible; 
almost every type of program has its appeal for certain kinds of producers. To 
some extent, producers may find it worthwhile to defray a portion of the set- 
owner’s immediate subscription expense.’? The effect of subscription-TV on the 
unpopular theatre-television development, however, is almost certain to be ad- 
verse. Promoters of planned entertainment may well find the former a much 
more profitable means of solving their current attendance problems.® The 
prospect of outmoded theatre-TV facilities may prove troublesome to the Com- 
mission. 

It is impossible, of course, to predict with any certainty just what would be 
broadcast if a system of direct purchase were to be adopted. This would finally 
depend on demand conditions. On the other hand, it is clear that subscription 
methods would eliminate pro tanto the necessity for a tie-in of advertising. If 
our taste minority groups are not interested enough to pay for what they so 
earnestly insist ought to be given them, familiar analogies suggest that they 

7* Ullman, op. cit. supra note 64, at 132. 


7 The promoters of Telemeter, however, have announced that they will not permit ad- 
vertising on any of their broadcasts. Meter Methods, Telemeter Tells Plans, Broadcasting- 
Telecasting, p. 63 (Dec. 31, 1951). 


* It is reported that almost all the officers of NCAA went to Chicago to see an actual 
demonstration of Zenith’s Phonevision. Ullman, op. cit. supra note 64, at 133. 
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should cease bemoaning their plight. It is not normally thought unfair that 
scarce economic goods be allocated on a free market basis. 

Since the public appears willing to pay and since channel facilities are still 
available, it is doubtful whether an unfavorable Commission decision is legally 
possible. The Supreme Court, in the case of Federal Communications Commission 
v. Sanders Bros. Radio Station," was emphatic that “(t]he broadcasting field is 
open to anyone, provided there be an available frequency over which he can 
broadcast without interference to others, if he shows his competency, the ade- 
quacy of his equipment, and the financial ability to make good use of the as- 
signed channel.”* Although it cannot be denied that the emphasis of the Court 
has shifted gradually to a recognition of the substantive powers of the Commis- 
sion under the “public interest, convenience, and necessity” clause, such cases 
as Columbia Broadcasting System v. United States* and National Broadcasting 
Co. v. United States*4 should not be considered as repudiating the Sanders Bros. 
rationale. While affirmatively recognizing the basis of the Commission’s broad 
powers (the scarcity of available frequencies), the Court has never accepted the 
notion (as have at least two lower federal tribunals),*s that broadcasting is some- 
thing akin to a public utility. This appears most clearly from a comparison of the 
Columbia and National Broadcasting cases. In the former, the majority assumed 
that one of the Commission’s Chain Broadcasting Regulations, if violated, 
would constitute automatic grounds for license revocation; while in the latter, 
when the merits of the regulation were themselves up for consideration, the 
Court followed the dissent of the Columbia Broadcasting case in its insistence 
that the validity of each regulation be tested on the basis of individual merit.” 


8 309 U.S. 470 (1940), noted in 26 Wash. U.L.Q. 121 (1940); 13 So. Calif. L. Rev. 450 
(1940). 


% 309 U.S. 470, 475 (1940). #3 316 U.S. 407 (1942). “4 319 U.S. 190 (1943). 


8s Massachusetts Universalist Convention v. Hildreth and Rodgers, 87 F. Supp. 822 
(D.N. Mex., 1949); McIntire v. Wm. Penn Broadcasting Co. of Philadelphia, 151 F. 2d 
597 (C.A. 3d, 1945), cert. denied 327 U.S. 779 (1945). See also Voliva v. WCBD, 313 II. 
App. 177, 39 N.E. 2d 685 (1942). 

Compare Heitmeyer v. FCC, 95 F. 2d o1 (App. D.C., 1937). ‘“The people of . .. Wyoming, 
and of its capital . . . are entitled to radio facilities if there be an applicant available and ready 
to supply them who can satisfy usual and ordinary standards of business safety.” Ibid., at 100. 
The Commission itself has in considerable measure recognized this. See, e.g., Voice of Cullman, 
6 R.R. 161 (1949) (possibility of diminished revenues to existing licensees held not of itself 
sufficient basis on which to deny broadcasting license). 


% While the Supreme Court has done little to define the outward limits of the Commission’s 
discretion, the following cases may serve to indicate them. Verbalized, the action taken may 
not be ‘‘harsh, arbitrary, or capricious.”” See Ashbacker Radio Corp. v. FCC, 326 U.S. 327 
(1945) (where two applications are mutually exclusive, Commission’s grant of one without 
hearings on both held arbitrary); Courier Post Pub. Co. v. FCC, 104 F. 2d 213 (App. D.C., 
1939) (Commission reversed on merits where it appeared that public interest clearly demanded 
granting of license, applicant being otherwise qualified); Yankee Network v. FCC, 107 F. 
ad 212 (App. D.C., 1939) (Commission’s argument that existing licensee had no rights insofar 
as standing to contest FCC’s license grant to others repudiated, the court making an appeal 
to the constitution) ; Heitmeyer v. FCC, 95 F. 2d 91 (App. D.C., 1937) (Commission reversed 
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On the technical side, the Commission has been afforded greater leeway;” 
and, while it is doubtful that a substantive decision on subscription-TV could 
validly be characterized as “technical,” the recent holding in Universal Camera 
v. NLRB*® seems to indicate that, even here, the courts will be much more likely 
to scrutinize the basis of Commission action than in the past. Nevertheless, in 
the event of an FCC denial, the future of pay-as-you-see methods would be a 
matter of grave doubt. 

FCC Spring policy announcements** holding that functional or planned mu- 
sic operations contravened the Communications Act of 1934, if indicative of a 
permanent Commission view as to the allowability of the subscription principle, 
raise this question directly. It should be noticed, however, that a comparable 
proposal was approved as early as 1941; and that, in Chicago at least, FM 
circles seem to feel that the Commission will shortly reverse itself.” 

In any case, the question remains whether such fundamental broadcasting 
decisions should be made in the first instance by a regulatory body. It appears 
obvious that television today is not being put to the best possible use. Legisla- 
tive action seems called for. Especially is this true when millions of dollars will 


where application was denied on sole ground that applicant intended to form corporation and 
assign his hoped-for license on certain contingencies). See Comments on Television and the 
Law, 25 St. John’s L. Rev. 245 (1951); Old Standards in New Context: A Comparative Analy- 
sis of FCC Regulation, 18 Univ. Chi. L. Rev. 78 (1950); The FCC: Administrator Extraordi- 
nary and Licensor Plenipotentiary, 36 Va. L. Rev. 245 (1950). 


87 See, e.g., Radio Corp. of America v. United States, 341 U.S. 412 (1951); Greater Kampes- 
ka Radio Corp. v. FCC, 108 F. 2d 5 (App. D.C., 1939). 


88 340 U.S. 474 (1951). In the words of Justice Frankfurter, ‘‘the trend in litigation is toward 
a rational inquiry into truth, in which the tribunal considers everything ‘logically probative of 
some matter requiring to be proved.’ ” Ibid., at 497. See Netterville, The Administrative Pro- 
cedure Act: A Study in Interpretation, 20 Geo. Wash. L. Rev. 1 (1951). 


*s “Further Letter to FM Stations Engaged in ‘Functional Music’ or ‘Planned Music’ 
Operations,” Public Notice 62825 (April 12, 1951); ‘‘Policy Statement Concerning ‘Func- 
tional Music’ Operations,” Public Notice F.C.C. 51-445, 62347 (May 4, 1951). 


9° Muzak Corp., 8 F.C.C. 581 (1941). 


** If not, the Commission will have effectively insulated against an invasion of the Muzak 
monopoly. Muzak is a corporation engaged in supplying a musical wired service on the order 
of Functional’s FM, but at four or five times the cost. Apart from the question of legality, it 
would seem that an affirmation of the Spring Policy announcements would bespeak a gross 
lack of respect for Congressional policy. See the dissenting opinion of Douglas, J., in McLean 
Trucking Co. v. United States, 321 U.S. 67, 80 (1944). “‘{T]he Commission may be faced with 
overlapping and at times inconsistent policies embodied in other legislation enacted . . . with 
different problems in view. When this is true, it cannot, without more, ignore the latter. . . . I 
am of the opinion that the concept of the ‘public interest’ also involves the anti-trust laws.” 
Ibid., at 80. Compare Federal Broadcasting System, Inc. v. American Broadcasting Co., 
167 F. 2d 349 (C.A. 2d, 1948), cert. denied 335 U.S. 821 (1948); Mester v. United States, 
70 F. Supp. 118 (E.D. N.Y., 1947), aff'd per curiam 332 U.S. 749 (1947). 


» The ‘‘freeze”’ on new channel applications, imposed by the Commission in September 
1948 because of serious tropospheric interference in some areas, has made Congress’ task 
easier than it otherwise might have been. See FCC, Annual Report 43 (1949). This respite is 
now about over. See FCC Readying TV Plan, Broadcasting-Telecasting, p. 61 (Jan. 21, 1952). 
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be and, in the case of subscription and theatre-TV, already have been expended 
in the development and perfection of new transmission techniques. Certainly the 
present Commission policy of refusing to conduct hearings concerned with 
“mere paper ideas’’ should be reconsidered.® Viewed in relation with the history 
of radio, TV’s problems seem to warrant separate legislative treatment. 


THE PEWEE CASE—COMPENSATION FOR SEIZURE 
OF A GOING BUSINESS 


Though the “national emergency” strike may be a rarer occurrence than one 
might suppose, there is little doubt that government seizure of struck or strike- 
threatened businesses was an extremely useful technique for maintaining unin- 
terrupted production in important industries during World War II and the re- 
conversion period.? But if the technique was useful, it was also ill-defined. In- 
deed, as one observer has noted, “There is ground for suspecting that the Gov- 
ernment consciously avoided any formulation of rules or principles relating to 
seizure.” The Supreme Court, equally reticent for the most part, has done its 
defining piecemeal. In United States v. United Mine Workers,‘ for example, the 
Court refused to define the relationship between the government and the owner 
of a seized coal mine, and held that as between the government and the em- 
ployees an employer-employee relationship existed for some purposes but might 
not exist for others. In United States v. Pewee Coal Co.,5 a case arising out of the 
seizure of the nation’s coal mines in 1943 (but not decided until 1951), the 
Supreme Court was called upon to define the relationship between the govern- 
ment and the owner of a seized business. Confusion rather than definition was 
the result.® 

The specific question confronting the Court in the Pewee case was: Who bears 
the losses when a business is temporarily seized by the government and contin- 
ued in operation for profit largely under the management of the owner? The 
Pewee Coal Company was seized by the government on May 1 and held until 


93 See Radio Corp. of America v. United States, 341 U.S. 412, 420-421 (1951). 

%4 Meanwhile, the forthcoming decision of the Supreme Court in the ‘‘captive radio” case 
may contain some meaningful implications. Pollack v. Public Utilities Commission of the 
District of Columbia, 191 F. 2d 450 (App. D.C., 1951), cert. granted 72 S. Ct. 77, 80 (1951). 
In the usual arrangement, the transit company enters into a contract with a middleman to 
install FM receivers in public transportation vehicles at no cost to the utility, both parties 
securing their income on a concurrent arrangement with the FM broadcasting station. The 
commuters thus ride to the chant of LSMFT. The Court of Appeals held the operations viola- 
tive of the Fifth Amendment. Ibid. For an excellent discussion, see Shipley, Some Constitu- 
tional Aspects of Transit Radio, 11 F.C. Bar J. 150 (1950). 

* Warren, Thirty-Six Years of ‘‘National Emergency” Strikes, 5 Indust. & Lab. Rel. Rev. 3 
(1951). 

Teller, Government Seizure in Labor Disputes, 60 Harv. L. Rev. 1017 (1947). 

3 Tbid., at 1054. 5 341 U.S. 114 (1951). 

4330 U.S. 258 (1947). * See Business Week, p. 30 (May 5, 1951). 
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October 12, 1943 in order to end a strike of its miners and to insure the con- 
tinued production of its coal.7 Pewee’s president was appointed the agent of the 
government to run the mine and during the period of governmental control re- 
ceived various directives, such as orders to fly the American flag, to post 
placards reading “United States Property’ on company premises, and to keep 
separate books for the period of government operations. But the only directive 
which substantially interfered with the conduct of Pewee’s business was an 
order for the payment of a wage increase in accordance with a decision of the 
War Labor Board. The increase was paid by Pewee and during the period of 
governmental control amounted to $2,241.26. Total losses in the same period 
were $36,128.96 and Pewee sued in the Court of Claims to recover this amount.’ 
It asked for the $36,128.96 not as compensation for the use of its property but as 
reimbursement for losses which should have been borne by the government but 
which were, in fact, borne by the company.?° 

The Court of Claims, although it held that Pewee’s property was “taken” 
within the meaning of the Fifth Amendment," refused to allow the claim for 
$36,128.96 but did award Pewee $2,241.26 on the theory that the government 
must bear only that part of operating losses caused by its actions.” Certiorari 
was granted upon application by the government." Pewee, however, did not 


7 Exec. Order No. 9340, 8 Fed. Reg. 5695 (1943); ‘Order for Taking Possession” of the 
Secretary of the Interior, Order No. 1810, 8 Fed. Reg. 5767 (1943). The executive order which 
directed the seizure of the mines did not refer to any specific statutory authorization for such 
action but read: ‘‘Now, therefore, by virtue of the authority vested in me by the Constitution 
and laws of the United States, as President of the United States and Commander in Chief of 
the Army and Navy, it is hereby ordered as follows: . . .”” However, the Selective Training and 
Service Act of 1940, passed on September 16, 1940, did provide the President with authority 
to seize companies which refused to comply with government orders for products or ma- 
terials. Mines were not mentioned. Selective Training and Service Act of 1940, at $9, 54 
Stat. 885 (1940), 50 U.S.C.A. App. § 309 (1944). This section was amended on June 25, 1943, 
after the seizure of Pewee and other mines, by the passage of the War Labor Disputes Act, 
which added to Section 9 of the Training and Service Act a paragraph empowering the Presi- 
dent to seize any vital plant or mine whose operations had stopped or were threatened with 
stoppage because of a labor dispute. War Labor Disputes Act, at § 3, 57 Stat. 163 (1943), 
50 U.S.C.A. App. §§ 309, 1503 (1944). See, for discussions of the President’s seizure powers, 
National Emergencies and the President’s Inherent Powers, 2 Stanf. L. Rev. 303 (1950); 
Teller, Government Seizure in Labor Disputes, 60 Harv. L. Rev. 1017, 1040-44 (1947). For 
a discussion of proposed legislation, see the note in 37 Cornell L.Q. gt (1951). 

* Findings 8 and 12, Pewee Coal Co. v. United States, 115 Ct. Cl. 626, 642, 650 (1950). 
The War Labor Board Order may be found in 9 War Lab. Rep. 112 (1944). The Board was 
created by Exec. Order No. 9017, 7 Fed. Reg. 237 (1942). Section 5 of the War Labor Disputes 
Act provides, ‘‘Any such order of the Board shall, upon approval by the President, be com- 
piled with by the Government agency operating such plant, mine, or facility.” 57 Stat. 163 
(1943), 50 U.S.C.A. App. § 1505 (1944). 

* Pewee Coal Co. v. United States, 88 F. Supp. 426 (Ct. Cl., 1950). 

*° Brief for the Plaintiff at 181-82. 

1“... nor shall private property be taken for public use, without just compensation.” 
U.S. Const. Amend. s. 


™ Pewee Coal Co.v. United States, 88 F. Supp. 426, 431 (Ct. Cl., 1959). 
*3 United States v Pewee Coal Co., 340 U.S. 808 (1950). 
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seek review, and therefore the question before the Supreme Court was whether 
the Court of Claims erred in allowing Pewee $2,241.26, not whether there was 
error in refusing to allow $36,128.96. 

The Supreme Court, in a 5-4 decision, affirmed the Court of Claims." 
Two opinions were written in support of the decision, one of which, Justice 
Reed’s, agreed with the theory of the Court of Claims. The other, by Justice 
Black, with Justices Douglas, Frankfurter, and Jackson concurring, would have 
awarded the full $36,128.96, had a claim for this amount been before the Court, 
on the theory that since the government had taken Pewee’s business it was re- 
sponsible for the subsequent operation of that business. Because, however, the 
disposition of total losses was not a question before the Court, these Justices also 
voted to affirm the Court of Claims decision. Justice Burton, writing a dissenting 
opinion in which Chief Justice Vinson and Justices Clark and Minton concurred, 
would have reversed the Court of Claims and allowed Pewee nothing, appar- 
ently on the theory that the government had not fully taken Pewee’s business 
and that Pewee was therefore obliged to prove what it had lost because of the 
government action, a burden which it had failed to sustain. Thus, although all 
nine Justices agreed there had been a “taking” of Pewee’s property, they dis- 
agreed as to the nature and consequences of that “taking.”’ A majority of five 
Justices held that Pewee should be awarded some of its losses and a different 
majority of five Justices held that the government should not bear total operat- 
ing losses, Justice Reed’s position placing him in both groups. 

It was the theory of Justice Black’s opinion that the government took the 
right to operate the Pewee coal business and, as an incident of that taking, the 
right to retain the profits and the obligation to bear the losses of its operations." 
It was also a part of this theory that the proper measure of compensation for the 
temporary taking of Pewee’s business was the fair rental value of the business 
for the period of government control." On this view, the government’s status as 
temporary proprietor was not changed because it chose to appoint Pewee’s presi- 
dent its agent to run the mine instead of ousting the management and appoint- 
ing other agents. Similarly, no weight would be given to the fact that the gov- 
ernment clearly did not intend to become temporary proprietor with the right to 
retain profits and the obligation to bear losses.'? The crucial fact was that the 


4 United States v. Pewee Coal Co., 341 U.S. 114 (1951). 


*s “Tt follows almost as a matter of course from our holding in United Mine Workers that 
the Government here ‘took’ Pewee’s property and became engaged in the mining business. . . . 
Whatever might have been Pewee’s losses had it been left free to exercise its own business 
judgment, the crucial fact is that the government chose to intervene by taking possession and 
operating control. By doing so, it became the proprietor and, in the absence of contrary ar- 
tangements, was entitled to the benefits and subject to the liabilities which that status in- 
volves.” United States v. Pewee Coal Co., 341 U.S. 114, 116-17, 118-19 (1951). 


*6 Thid., at 117. 
*? The Coal Mines Regulations, Section 603.5(b), 8 Fed. Reg. 6655 (1943); Letter of the 


Director of Production of the Solid Fuels Administration to Pewee’s president, July 31, 1943, 
Trans. Rec. at 660-61, Pewee Coal Co. v. United States, 115 Ct. Cl. 626 (1950). 
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government “took” the mine, as evidenced by the language of the seizure 
orders."* 

Under Justice Black’s theory, then, the situation was analogous to that of a 
lease relationship, Pewee being the lessor and the government the lessee of the 
business. Pewee, however, did not ask rental value for the use of its property; it 
asked, rather, to be reimbursed for operating losses sustained by it while its 
property was being used by the government. Under the “lease” analogy these 
losses should have been borne by the government, as they would have been 
borne by an ordinary lessee of the business; and, had Pewee requested cer- 
tiorari, an application of this theory of the taking would have resulted in an 
award of $36,128.96. Since Pewee had not sought review, Justice Black and the 
Justices concurring in his opinion voted to affirm the Court of Claims decision. 

In thus applying the lease theory to the Pewee case, Justice Black was not 
required to discuss the problem of measuring rental value. Nonetheless, his opin- 
ion states, “The Government’s profit and loss experience may well be one factor 
involved in computing reasonable compensation for a temporary taking.”’® To 
take account of this factor, where losses sustained during government operations 
were unforeseeable, would be to depart from a strict lease theory, for an ordinary 
lessee would pay rent based on his expectation of profit at the time of the leas- 
ing. Where losses were foreseeable, however, Justice Black could, consistently 
with his theory, treat losses as a factor in the determination of rent and probably 
even uphold a finding of zero rental value.”° 

Application of the lease theory where the seized business returned a profit 
would allow the government to keep the profits and, of course, obligate it to pay 
rent. If the rental value were said to be equal to net profits (after the payment of 
WLB-approved wage increases) during government operation, owners would be 
placed in a difficult bargaining position. Employees would know that if the 
owner refused to pay higher wages, the government, after a seizure made neces- 
sary by a strike, would pay them and pay them with company funds. Labor 
would thus be given an incentive to strike." But this consideration does not 
operate more strongly against the lease theory than against any other, for, on 

*® United States v. Pewee Coal Co., 341 U.S. 114, 115-16 (1951). 

19 Thid., at 118. 


7° As to the foreseeability of Pewee’s losses, see Findings 15 and 16, Pewee Coal Co. v. 
United States, 115 Ct. Cl. 626, 658-64 (1950). Because Justice Black uses the phrase “‘operat- 
ing losses” throughout, it is likely that the losses he would require the government to bear 
do not include ordinary depreciation and depletion costs. These would, of course, enter into 
a determination of rental value. See Kimball Laundry Co. v. United States, 338 U.S. 1, 4 
(1949). 

™ If the formula used to determine the rent usually resulted in an award lower than net 
profits, owners would be placed in the still more difficult bargaining position of having to 
grant labor’s demands to avoid a strike or run the risk of a seizure which would divest them 
of a portion of expected profits. Nevertheless, rental value might reasonably be determined to 
be less than the net profits because of the shift of the entrepreneurial risk to the government. 
This would, of course, increase the willingness of a particularly sanguine owner to pay the 
higher wages demanded. 
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the assumption that during an emergency government will not allow a strike in 
a vital industry to continue, labor will always have a greater incentive to strike 
than in the usual bargaining situation where, if wage demands are too high, the 
employer will at least temporarily close shop. And even this observation would 
be accurate only so long as a government wage award—a War Labor Board 
order, for example—no matter by whom it was paid, would be likely to amount 
to more than the employees could get through collective bargaining with the 
owner. 

Justice Burton’s theory of the taking must be inferred because it is not stated 
explicitly. From a reading of the dissenting opinion, it is not clear what the gov- 
ernment had taken.* Apparently, however, it was the view of the dissenting 
Justices that the government had not ousted Pewee from possession and control 
of its mine and that therefore Pewee had not lost that use of its property for 
which rental value is a proper measure of compensation. In this view, Pewee 
would recover nothing unless there were a showing that it would have lost less 
than $36,128.96 had the government not taken its property. Whereas Justice 
Black emphasized the language of the seizure orders, the dissenting opinion 
would seem to give greatest weight to the circumstance that Pewee remained in 
physical possession of its property and, in every respect but one, retained usual 
managerial prerogatives and continued to make managerial decisions.” 

It was evidently Justice Burton’s view, then, that since Pewee had not lost 
the use of its property, it must show what loss it did suffer because of the govern- 
ment taking.** According to the dissenting opinion, this could be done only by 
showing that greater losses had been sustained as a result of the taking than 
would have been sustained in the absence of a taking. This, of course, makes 
proof of compensable loss a practical impossibility, for an owner will only oper- 
ate his business where it is profitable for him to do so. Therefore, where business 
operations are discontinued solely because of a strike, the owner of such a busi- 
ness could not show that he had been harmed by a government seizure which 
put the struck plant back into operation and which made it unnecessary for him 
to bear the financial burden of an idle business.*5 Nor could he ordinarily prove 
that benefits greater than this burden would have resulted from his strike 
strategy without a showing of when the strike would have ended and on what 
terms—an impossible burden of proof. In the dissenting view, then, companies 
which had been seized because of a strike, but whose officers had retained sub- 


* See the suggestion in the Brief for the United States on writ of certiorari to the Court 
of Claims in the Pewee case, at 53. 


*3 For the situation when the government “‘really” takes a business, see the Brief for the 
United States on writ of certiorari to the Court of Claims, at 36, United States v. Wheelock 
Bros., Inc, 341 U.S. 319 (1951). 

*4 United States v. Pewee Coal Co., 341 U.S. 114, 122 (1951). 


5 Benefits to the claimant are to be recognized in measuring just compensation. United 


States v. Miller, 317 U.S. 369, 376 (1943). See Brief for the United States on writ of certiorari 
to the Court of Claims in Pewee, at 89-95. 





578 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


stantially complete managerial control, could not recover compensation for the 
seizure. 

One cannot ascertain whether Justice Burton would continue to treat the 
government’s action as a noncompensable taking where the owner was dispos- 
sessed of his plant and ousted from management.” But it is likely that he would 
not do so if the taking were as complete as the taking of motor carriers by the 
government during World War II, where the government ousted company 
officers and replaced them with government employees, transferred company 
funds to a government account, took out licenses in its own name, and in general 
asserted complete operational control.?”7 Under these circumstances the fact 
of the loss of the use of property for which rental value is the measure of com- 
pensation could easily be established. In any case, it is clear that for Justice 
Burton the taking of a small degree of managerial control is not such a taking 
of the use of business property as will justify recovery of rental value. To re- 
cover for the taking of a limited degree of control, as in the Pewee case, the owner 
must prove what financial loss the taking caused. At some point so much control 
would be taken as to amount to a taking of the use of the business and rental 
value would be recoverable. The Pewee case did not require Justice Burton to 
announce precisely where he would draw the line. 

Justice Reed’s opinion, like the dissent, refuses to treat the government as a 
lessee because the full use of the property was not taken by the government. 
Justice Reed distinguishes between a taking “in which the owners are ousted 
from operation, their business suspended, and the property devoted to new 
uses . . .”*8 and the taking of the Pewee Coal Company which did not involve 
the ousting of the owners from operation but only the taking of ‘the responsi- 
bility of its [the property’s] direction and employment” and the “supervision of 
a losing business,’”*? not the use of property. This latter, “supervisory” kind of 
taking, according to Justice Reed, ‘‘ought not to place upon the Government the 
burden of the losses incurred during that supervision unless the losses were in- 
curred by governmental acts, e.g., if the business would not have been con- 
ducted at all but for the Government, or if extra losses over what would have 
been otherwise sustained were occasioned by Government operations. Where 
the owner’s losses are what they would have been without the ‘taking,’ the 
owner has suffered no loss or damage for which compensation is due.”’° 

6 An owner could, of course, refuse to pay the ordered wage increase, preferring to allow 
the strike to continue rather than pay higher wages. It is likely that one effect of such a refusal 
would be to dispossess him of his plant. The government’s objective in plant seizure is to in- 
sure the continued operation of the vital business which it seizes, and it is not more likely to 
permit the frustration of its objective by the recalcitrance of an owner than by his employees. 
See The Coal Mines Regulations, Section 603.31, Removal of Operating Managers, 8 Fed. 


Reg. 6657 (1943). With regard to motor carriers, see Wheelock Bros., Inc. v. United States, 
88 F. Supp. 278, 281 (Ct. Cl., 1950). 


27 See note 23 supra. 
#8 United States v. Pewee Coal Co., 341 U.S. 114, 120 (1951). 
*9 Ibid., at 120, 121. 3° Tbid., at 121. 
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But it is difficult to reconcile these statements about compensation with the 
conclusion that the Court of Claims award of $2,241.26 was proper under the 
circumstances.* The sentence last quoted above would seem, like Justice Bur- 
ton’s opinion, to place upon the company the burden of showing that its losses 
were greater than what they would have been without the taking—a showing 
not made by Pewee. Presumably Justice Reed would base the award of the 
$2,241.26 on the second of his two illustrations of “losses incurred by govern- 
mental acts,” for this sum, which “was expended without legal or business 
necessity to do so” he calls an “extra allowance.”’s* That it was expended with- 
out business necessity seems questionable, at least if it is a legitimate business 
objective to keep operations going. In what sense the expenditure was ‘‘extra” 
is not made clear. Manifestly, “extra losses” refers, in the Pewee case at least, 
to the cost of obeying a specific government directive. Justice Reed would thus 
substitute the showing of this cost for the burden of proving financial harm 
caused by the taking of less than the full use of a losing business. The effect of 
this view would be to put upon the government the burden of paying for wage 
increases which Justice Burton would have the owner bear. 

One can only speculate as to whether Justice Reed’s view would remain un- 
changed if the seized business were a profitable one. (If the owner is to be com- 
pensated for the increase in losses ue to extra wage payments, why not also for 
a decrease in profits?) But if the government were required to bear the cost of 
wage increases in all seized businesses, seizure would become a very expensive 
and much less useful technique. Indeed, by furnishing an incentive to the owner 
of a vital business to refuse to pay higher wages in the hope that through a 
seizure the government could be made to pay for them, such a requirement 
would tend to bring about the very strike which seizure was designed to prevent. 

Although Justices Burton and Reed both agree that the government ‘‘took”’ 
Pewee’s property ,* neither is willing to burden the government with all the con- 


3! The opinion merely states, ‘‘Here the Court of Claims has correctly applied these prin- 
ciples. .. . ” Ibid. 


# Ibid. Had Justice Reed intended to base the award on the first of his two illustrations 
(i.e., losses incurred during the period of governmental supervision if the business would not 
have been conducted at all but for the government), it would have been necessary to deter- 
mine what Pewee’s financial position would have been had it remained idle, which the opinion 
does not do. Nor does the opinion indicate why this first illustration of a loss incurred by 
governmental acts is not an illustration of the Pewee situation. Because the Pewee mine was 
idle before the taking, there was no evidence that a private settlement of the strike was fore- 
seeable, and the government taking was intended to have and did have the effect of putting 
the mine back into operation immediately, without waiting for the dispute to be solved by 
collective bargaining. Either Justice Reed assumes the strike would shortly have been settled 
or simply refuses to recognize its existence for the purpose of measuring compensation. In 
any case, he is evidently unwilling to equate a stoppage due to a strike with a situation in 
which “‘the business would not have been conducted at all but for the government.” 


33 Perhaps they were impelled to reach this conclusion by the Court’s finding in United 
States v. United Mine Workers of America, 330 U.S. 258 (1947), that the government had 
“seized actual possession of the mines,’’ that the government was operating the mines, and that 
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sequences of a taking. Neither therefore is willing to state precisely what interest 
in property the government took nor to measure the value of its use. Justice 
Burton, though he agrees “there was a ‘taking’ of the mining property,”’*4 im- 
plicitly rejects this interpretation of the government’s action by his refusal to 
compensate Pewee for losses. If Pewee’s property was legally taken, Pewee 
could not logically be held responsible for what was done with the property after 
it had passed into the hands of the taker.*5 That Justice Reed would hold Pewee 
only partly responsible does not relieve him of the contradiction. In fact he 
seems to negate his admission of a taking explicitly by saying that “the Govern- 
ment . . . ‘takes’ the property in the sense of assuming the responsibility of its 
direction and employment for national purposes. . . .”’3* Under some circum- 
stances the assumption of responsibility might constitute a taking, under others 
not. But an examination of government acts to determine whether they consti- 
tute a taking is a matter separate from the determination of the compensation 
to be paid for a taking. The measure of this amount where property is taken 
temporarily is the rental value of the property taken.3’ Clearly the $2,241.26 
which Justice Reed would award as just compensation was not meant to meas- 
ure the rental value of any property taken from Pewee. 

There have been few other cases on the measure of compensation for the tem- 
porary taking of an operating business. In Anderson v. Chesapeake Ferry Co.,3* 
Justice Black’s lease theory was adopted. The State of Virginia had seized a 
strike-bound ferry company, ousted the owners from control, and operated the 
ferry company through the State Highway Commissioner pursuant to statutory 
authority.2® The company sued for the net profits for the period of temporary 
operation as just compensation for the taking of its business, but the Supreme 
Court of Virginia disallowed its claim. It said the measure of just compensation 
could not be profits, for even if there had been losses the taker would have been 
obligated to pay compensation.‘* It adopted, as the proper measure of com- 
pensation, “the fair market value of the right to use the properties of the ferry 
company... .”# Profits made during the period of temporary operation would 
be admissible, it held, “as bearing on the question of fair rental value.’’# 


“the relationship between the Government and the workers is that of employer and employee.’’ 
Tbid., at 289. As already noted, however, the Court explicitly declined to pass on the rela- 
tionship between the government and the owner. Ibid., at 288. 


34 United States v. Pewee Coal Co., 341 U.S. 114, 121 (1951). 

35 See, e.g., E. I. Dupont De Nemours & Co. v. Davis, 264 U.S. 456, 462 (1924). 

% United States v. Pewee Coal Co., 341 U.S. 114, 120 (1951). 

37 Elements and Measure of Compensation in Eminent Domain for Temporary Use and 


Occupancy, 7 A.L.R. 2d 1297, 1299-1300 (1950), annotating Kimball Laundry Co. v. United 
States, 338 U.S. 1 (1949). 


3* 186 Va. 481, 43 S.E. 2d 10 (1947). 

39 Code of Virginia (Michie, 1950), §§ 33-202—33-208. 

# Anderson v. Chesapeake Ferry Co., 186 Va. 481, 492, 43 S.E. 2d 10, 16 (1947). 
# Thid., at 494, 17. # Ibid. 
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Marion and Rye Valley R. Co. v. United States was heavily relied upon by the 
dissenting Justices in the Pewee case. The government by presidential proclama- 
tion had “taken” the railroads of the country but, at least in the case of the 
Marion and Rye Valley Railway, had done nothing to interfere in the operation 
or management of the business. The owners were not ousted from control of 
their railway nor were they appointed government agents. Justice Brandeis for 
the Court did not decide whether the government’s action constituted a taking 
but said that even if it did no compensation could be recovered because nothing 
of value had been taken.‘4 

A third case, United States v. Wheelock Bros., Inc.,“ a companion to the 
Pewee case, was decided by the Court of Claims on the same theory it adopted 
in its Pewee decision. But after granting certiorari the Supreme Court found it 
lacked jurisdiction.” 

In Kimball Laundry Co. v. United States,“* Justice Black’s theory of the nature 
of a temporary taking of property was clearly stated though the question of the 
Pewee case was not presented because the government, which temporarily took 
the claimant’s laundry, used it exclusively for the army and not as a business 
run for profit. The measure of compensation was held to be “the rental that 
probably could have been obtained.’”’4*-The Court said: “Determination of the 
value of temporary occupancy can be approached only on the supposition that 
free bargaining between petitioner and a hypothetical lessee of that temporary 
interest would have taken place in the usual framework of such negotiations.’’s* 

The lease theory of a temporary taking was also adopted in what is perhaps 
the earliest instance of a temporary taking.* It is at least impliedly accepted by 
most of the cases involving a temporary taking of property; for, though all the 
cases do not explicitly call the government a lessee, the measure of compensation 
is generally said to be the rental value of the property taken.” Except for the 
Marion, Kimball, Anderson and Wheelock cases, however, these temporary tak- 
ing cases do not involve the taking of a going business. 

Both the Reed and Burton opinions cite the Marion case as justification for 
dispensing with the rental value rule under the circumstances of the Pewee case. 
But the claimant in the Marion case did not maintain that, because the railroad 
company was “taken,” the subsequent operation was for the account of the 
government and that it, the claimant, was entitled to rental value. Instead the 
Marion Company proceeded inconsistently with this theory; for, though it 


43 270 U.S. 280 (1926). 

“4 Thid., at 282. 4 341 U.S. 319 (1951). 

Wheelock Bros., Inc. v. United States, 88 F. Supp. 278, 283 (Ct. Cl., 1950). 
47 United States v. Wheelock Bros., Inc., 341 U.S. 319, 320 (1951). 

4 338 U.S. 1 (1949). # Thid., at 7. 8° Thid. 

5* Johnson v. United States, 2 Ct. Cl. 391, 416 (1866). 

5? See note 21 supra. 
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claimed compensation for the use of its property, it retained the profits from 
operations and did not offer to give them up to the taker. Under these circum- 
stances it is difficult to see how the Marion decision can be said to govern 
Pewee’s claim. Rather, it would appear that both the Reed and Burton opinions 
are inconsistent with the theory of a taking of property. 

On the other hand, both the Anderson and Kimball cases, each of which 
adopts the lease theory, are easily distinguishable from the Pewee case because 
in each the owners were ousted from control over their business. Justice Black’s 
opinion, of course, is consistent with the statement, to which all the Justices 
assented, that the government took Pewee’s property. But a majority of the 
Court did not agree with his conclusion as to what interest in property the gov- 
ernment had taken. They therefore were able to give effect to the government’s 
intention to assume the role of employer vis-a-vis the miners, so as to induce 
them to return to work, but to play, in Justice Reed’s language, only “‘super- 
visor’ or “director” vis-a-vis the owners. And as Justice Black’s interpretation 
of the government’s actions rested heavily upon the language of the seizure 
orders,’ a mere change in language might affect the view of some or all of the 
Justices subscribing to his opinion. 

On balance, it would appear that in a future seizure of an operating business 
where the owners are not ousted from management but retain substantially 
complete managerial control, the Court would be unlikely to interpret the gov- 
ernment’s action as a taking of the use of the business and an operation of it for 
the government’s account. To do less, however, would be to face the incon- 
sistency found in the opinions of Justices Burton and Reed—that property may 
be taken while the responsibilityfor its operation remains with those from whom 
it was taken. To escape this inconsistency and to justify abandonment of the 
rental value measure of compensation and, perhaps, the substitution of some 
other measure, the Court would almost certainly have to spell out clearly its 
own interpretation of what the government had done.‘¢ Two courses would 
seem to be open. The government’s contention that its directives to the coal 
mine managers were within its regulatory powers might form the basis for a 
theory consistent with both the power to decree a wage increase and operation 
of the seized business for the company account. This would, of course, mean 
abandonment of the theory of a taking. Or the Court might try, in the manner 
unsuccessfully attempted by Justice Reed, to formulate grounds for a com- 


3 United States v. Pewee Coai Co., 341 U.S. 114, 115-16 (1951). 


54 By coincidence, on the same day it handed down its decision in the Pewee case, the Court 
adopted a new rule of civil procedure relating to the condemnation of property which requires 
that the plaintiff in a condemnation suit state, among other matters, the interest in property 
to be acquired. Rule 71A, 341 U.S. 963 (1951). 


55 See the dissenting opinion of Judge Madden in the Wheelock case, 88 F. Supp. 278, 284 
(Ct. Cl., 1950). Compare, Brief for the United States on writ of certiorari to the Court of 
Claims in Pewee, at 64-67, in Wheelock, at 39-52. See also the note in 64 Harv. L. Rev. 338 
(1950) on the Wheelock and Pewee decisions. 
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promise position between a noncompensable regulation on the one hand, and a 
complete, traditional taking on the other. 
Unquestionably, Pewee has raised significant and perplexing problems. In- 
deed, it has recently been called “‘the most important Jabor case of the year 
. ’87 (emphasis supplied). Speculation about possible solutions aside, the prob- 
lems certainly merit more detailed consideration than the rather cursory glances 
bestowed upon them in Pewee. 


VERTICAL FORESTALLING UNDER THE ANTITRUST LAWS 


Monopolies and restraints of trade have traditionally been thought of in 
terms of horizontal market power. A recent increase in the number of cases in- 
volving exclusive dealing arrangements, resale price maintenance, boycotting 
practices, tie-ins, certain forms of agency agreements and vertical integration 
has pointed up the necessity of defining the extent of vertical control per- 
missible under the Sherman,' Clayton? and Federal Trade Commission Acts. 
A strong argument can be made that these forms of vertical forestalling* can 
have adverse effects on free competition only when used as a method of exploit- 
ing horizontal monopoly power. The Supreme Court appears to have accepted 
this argument with respect to vertical integration in recent cases holding that 
vertical integration is not per se illegal. However, the use of intent and con- 
spiracy doctrines in the integration cases seems to have extended the area of the 
illegality despite the rejection of a per se rule. 

With respect to looser forms of vertical forestalling, the cases state an even 
broader prohibition. Resale price maintenance is clearly illegal per se, and 
group boycotts may also fall within the “per se” category. In the field of exclu- 
sive supply and tying contracts, the courts have also established broad rules 
of illegality although a flat ban has not been reached. The cases applying these 
broad rules have, however, generally involved horizontal market power suf- 

% For a discussion of the differences between a regulation and a taking, see Governmental 


Seizure of a Business to Prevent Strike Caused Work Stoppages—Regulation or Taking, 19 
Geo. Wash. L. Rev. 184 (1950). 


57 Frank, The United States Supreme Court: 1950-51, 19 Univ. Chi. L. Rev. 165, 167 
(1952). 

* 26 Stat. 209 (1890), as amended, 15 U.S.C.A. § 1 et seq. (1951). 

# 38 Stat. 730 (1914), as amended, 15 U.S.C.A. § 12 et seq. (1951). 

3 38 Stat. 717 (1914), as amended, 15 U.S.C.A. § 41 et seq. (1951). 

‘For the purposes of this comment, the phrase ‘‘vertical forestalling”’ will be used as a 
generic phrase covering vertical control in all its forms ranging from outright vertical inte- 
gration on the one extreme to exclusive dealing contracts and resale price maintenance on the 
other. At common law, ‘‘forestalling” referred to the exclusion of goods or traders from a 
market. Schueller, The New Antitrust Ilegality Per Se: Forestalling and Patent Misuse, 
50 Col. L. Rev. 170, 176-79 (1950). With the exception of resale price maintenance, these 
forms of vertical control involve the exclusion of outsiders from a certain market. Hence, 
he phrase “vertical forestalling.” 





584 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


ficient to hamper free competition even though not illegal under the antitrust 
laws as they are presently applied. Possibly, then, the scope of these rules may 
indicate a desire to circumvent “(njiggardly interpretations [which] have 
robbed [the antitrust laws] of much of their efficacy” rather than a desire to 
ban vertical forestalling as such. Having refused to outlaw horizontal monopoly 
except in its extreme forms, the courts appear willing to outlaw vertical control 
as a method of exploiting and expanding monopoly in the broader, economic 
sense. This thesis may be illustrated by intensive treatment of the vertical 
integration cases coupled with brief comments on the other methods of vertical 
control. 
I 


Prior to 1940 vertical integration had been condemned under the Sherman 
Act only where found to be an integral part of horizontal monopoly or where 
used as a means of extending horizontal control to new levels. It had the blessing 
of Justice Holmes, who felt that the integration of successive stages of produc- 
tion should not be condemned even when combined with an intent to monopo- 
M1 lize.’ In United States v. Int’l Harvester Co.,* the courts found unlawful horizon- 
tal monopoly but did nothing about the vertical control present. Such integra- 
tion was approved as inevitable and desirable in United States v. United States 


5 Douglas, J., ‘‘dissenting” in Standard Oil Co. (Calif.) v. United States, 337 U.S. 293, 
316 (1949). 

* As used in this comment “‘monopoly” designates that degree of market power necessary 
to affect market price. The term “‘illegal monopoly” will denote that degree of monopoly 
power prerequisite to the existence of a violation of Section 2 of the Sherman Act. 


7 United States v. Winslow, 227 U.S. 202, 218 (1913). Cf. United States v. United Shoe 
Mach. Co., 247 U.S. 32 (1918). 


§ 214 Fed. 987 (D.C. Minn., 1914), 10 F. 2d 827 (D.C. Minn., 1926), aff’d 274 U.S. 693 
(1927). In the complaint, petition in Equity No. 624 (D.C. Minn., 1912), the United States 
had charged defendants with bringing together 85 per cent of the nation’s harvesting ma- 
chinery manufacturers with the purpose of monopolizing such machinery and also extending 
their monopoly to other lines. Ibid., at 8-18. It was also charged that the original monopoly 
was actually used to extend to new fields, such as tilling machines and twine, ibid., at 18-30, 
that exclusive dealing contracts were used to entrench the monopoly power, ibid., at 19-21, 
and that vertical extensions into lumber, steel and railroading were carried out with the intent 
of furthering defendants’ monopolistic purposes, Ibid., at 31-34. The prayer for relief was in 
general terms, however, asking for a dissolution of the unlawful combination and an injunc- 
tion against continuation of the unlawful practices. Ibid., at 42-44. 

The decree, entered November 2, 1918, at first commanded that International Harvester 
be broken up into “‘three substantially equal . . . and independent corporations.” It was later 
amended so that defendants were forced to divest themselves of two of their “lines” of machin- 
ery but were left with the bulk of their business intact. The supplemental relief asked by the 
United States, but denied by the Supreme Court, United States v. Int’l] Harvester Co., 274 
U.S. 693 (1927), also aimed only at horizontal dissolution. Thus there was at no time any 
lessening of International Harvester’s vertical control with the sole exception that it was 
forbidden to have more than one agent in any one town or city. Steel, railroading, lumber, 
twine, non-harvesting farm implement manufacturing and exclusive supplying agreements 
were left untouched throughout despite the emphasis on vertical control in the complaint. 

International Harvester at present still retains a vast amount of vertical integration. See 
Moody’s Industrials 164 (1951). 
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Steel Corp.® In United States v. Eastman Kodak Co.,'° vertical integration by a 
powerful monopoly, which had been using its control at the manufacturing and 
raw materials levels to acquire control of other levels of trade, was disapproved 
by the District Court ;* but vertical dissolution was not part of the relief,” and 
a later construction of the decree stated that Eastman Kodak might engage in 
wholesaling and retailing where it did so “for the development of [its] business 
. .. in good faith and not for the purpose of creating an unlawful monopoly.’’3 
Dissolution of the illegal combination in United States v. American Tobacco 
Co." included only relatively unimportant vertical divestiture;'5 and the more 
extensive vertical dissolution granted in Standard Oil Co. (N.J.) v. United 
States*® was, in the opinion of one acute observer, “more by accident than by 
design.’’?7 

In United States v. Corn Products Refining Co.,** vertical integration by a 


9 251 U.S. 417 (1920). See also Alexander Milburn Co. v. Union Carbide & Carbon Corp., 
15 F. 2d 678 (C.A. 4th, 1926); United States v. Keystone Watch Case Co., 218 Fed. 502, 
508-510 (E.D. Pa., 1915). In the Steel case, the government’s complaint had stated that the 
threat of vertical integration by steel producers into the finished steel products field, and vice 
versa, was the efficient cause of the original combination. Petition in Equity (D.C. N.J., 
IgI1) at 15-23. Vertical extension backward (e.g., to ore supplies) and forward (e.g., into tube, 
wire, rod, nail and bridge manufacturing) was complained of. Ibid., at 24-37. The prayer for 
relief asked for the separation of the individual corporations making up the combination, 
which would have involved extensive vertical dissolution, and also asked specifically for can- 
cellation of certain leases through which United States Steel controlled a large percentage of 
the nation’s iron ore supply. Ibid., at 67-69. Apparently the Justice Department’s estimate 
of the value of vertical integration was quite different than that of the Supreme Court. 

1° 226 Fed. 62 (W.D. N.Y., 1915), 230 Fed. 522 (W.D. N.Y., 1916), appeal dismissed 255 
U.S. 578 (1921). 

t Thid., 230 Fed. 522, 523. 

2 The final decree, entered February 1, 1921 in the District Court for the Western Dis- 
trict of New York, ordered Eastman to dispose of its Premo, Century-Folmer and Schwing 
camera manufacturing plants, its Artura brand of photographic paper and its Seed, Stanley 
and Standard brands of dry plates. It also forbade defendants from making exclusive supplying 
contracts with their dealers. However, other methods of vertical control were permitted so 
long as they were for a bona fide business purpose and there was no vertical dissolution. 

*3 Construction of the 1921 decree, entered January 10, 1929. 

4164 Fed. 700, 1024 (S.D. N.Y., 1908), rev’d 221 U.S. 106 (1911); 191 Fed. 371 (S.D. 
NY., 1911). 

*s Licorice paste, cigar store and tin foil companies were cut off from the three main manu- 
facturing concerns into which the American Tobacco Company was divided. United States 
v. American Tobacco Co., 191 Fed. 371, 417-31 (S.D. N.Y., 1911). However, warehouses were 
not so separated; and the individual defendants, who owned approximately 40% of the voting 
stock in each of the three principal successors to the Tobacco Trust, also owned between 34% 
and 44% of such stock in the “separate” licorice, foil and cigar store companies. Ibid., at 
415-16. 

6 221 U.S. 1 (1911). 

*? Hale, Vertical Integration, 49 Col. L. Rev. 921, 924 (1949). 

*8 234 Fed. 964 (S.D. N.Y., 1916). Defendant starch-glucose manufacturer went into the 
candy business in order to threaten candy makers (who it felt were not giving it “‘sufficient”’ 
business) with competition, ibid., at 982-84; and also attempted to monopolize the glucose 
syrup business by raising its glucose price to other syrup manufacturers at the same time as it 
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manufacturer with illegal horizontal power was denounced where used as a tool 
in an attempt to monopolize new levels. Vertical divestiture was an important 
part of the consent decree held valid in United States v. Swift & Co.® but that 
case, like the Corn Products case, is restricted as precedent by the presence of 
illegal horizontal power and the finding that the integration was for the purpose 
of extending that power. In none of these early cases did the government attack 
vertical integration as such. As the frequent failure to include extensive vertical 
dissolution in the relief indicates, the attack was always on horizontal monopoly 
with vertical integration being attacked indirectly and only where it served as 
a method of extending horizontal power or was incident to such power. 

Three of the Anthracite Cases, where defendant common carriers were split 
off from their ‘“‘captive” coal mining interests, represent the only direct attack 
on vertical integration prior to 1940.”* In all three cases, however, defendants 
controlled large percentages of the total anthracite supply through their mine 
and railroad holdings. Also, in the two cases involving the least amount of 
market control,” United States v. Lehigh Valley R. Co.” and United States ». 
Reading Co.,?3 the Supreme Court emphasized the long histories of illegal 
practices and evasions of the law, indicating that defendants were motivated 
by a desire to stifle competition in the entire anthracite market. Furthermore, 
the presence of specific statutory restrictions and the fact that defendants were 
common carriers may limit these cases to their particular facts.*4 


lowered its syrup price thus “‘squeezing” non-integrated syrup manufacturers. Ibid., at 1004- 
1008. In 1934 the Court of Appeals for the Second Circuit sustained a complaint against the 
Aluminum Company of America in a treble damage suit based on a similar squeeze theory. 
Baush Machine Tool Co. v. Aluminum Co. of America, 72 F. 2d 236 (C.A. 2d, 1934). 


9 286 U.S. 106 (1932). Despite the fact that the original consent decree was entered in 
1920, the last vertical divestiture was not completed by defendant Swift & Co. until 1942. 
Consult 6 Toulmin, Anti-trust Laws § 28.24 (1951). 


2 United States v. Reading Co., 226 U.S. 324 (1912); United States v. Reading Co., 253 
U.S. 26 (1920); United States v. Lehigh Valley R. Co., 254 U.S. 255 (1920). 


21 In the first Reading case, defendants controlled 75% of the total United States anthra- 
cite supply, United States v. Reading Co., 226 U.S. 324, 339 (1912); in Reading II 33%, 
United States v. Reading Co., 253 U.S. 26, 53 (1920); and in the Lehigh case 20%, United 
States v. Lehigh Valley R. Co., 254 U.S. 255, 259 (1920). 


254 U.S. 255 (1920). 
33 253 U.S. 26 (1920). 


*4 The long series of railroad merger cases, of which these cases are the culmination, have 
been said to be ‘‘in a class by themselves” on the basis that they involve large, naturally 
monopolistic public utilities whose activities must be more carefully watched than firms operat- 
ing in a potentially competitive environment. Levi, The Antitrust Laws and Monopoly, 
14 Univ. Chi. L. Rev. 153, 157 (1947). See Thomsen v. Cayser, 243 U.S. 66, 85 (1917). These 
cases are also peculiar in that the vertical integration involved fell within the ban, not only of 
the Sherman Act, but also of the ‘“‘Commodities Clause” of the Interstate Commerce Act, 
which forbids railroads to transport articles in which they have an interest. 34 Stat. 585 (1906), 
49 U.S.C.A. § 1(8) (1929). See United States v. Reading Co., 253 U.S. 26, 60-63 (1920); United 
States v. Lehigh Valley R. Co., 254 U.S. 255, 266, 270 (1920). The first Reading case arose 
before the passage of the Commodities Clause. 
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More recent decisions have followed the earlier pattern of condemning ver- 
tical integration only where it was associated with some form of monopoly 
power. In United States v. Pullman Co.,*5 defendants, who had acquired a com- 
plete monopoly of sleeping-car manufacturing and servicing in a “non-predatory 
fashion,” were held to have violated the Sherman Act because the court found 
both an intent to monopolize and the exercise of exclusionary power by means 
of exclusive dealing arrangements, staggered long-term contracts, and retention 
of title to the cars with the requirement that railroads desiring to lease them 
must also buy Pullman servicing for the leased cars. The District Court’s in- 
junction required defendants to sell Pullman cars to railroads desiring to operate 
their own cars and to cancel the exclusive dealing and tie-in arrangements be- 
tween Pullman and the railroads. More important, Pullman was ordered to 
divest itself of either the servicing or the manufacturing end of its business.?7 
Pullman chose to continue manufacturing and, with the approval of the Su- 
preme Court, sold its servicing monopoly to a group representing ninety-five per 
cent of American railroads.** Thus the case seems to say that vertical control, 
legal when exercised by non-monopolistic units (assuming that the railroads are 
not monopolistic, or at least that federal regulation prevents them from exercis- 
ing monopoly power), is unlawful in the hands of an unregulated manufacturing 
monopoly which though complete was not actually found to be in violation of 
the antitrust laws. 

In United States v. New York Great A & P Tea Co.,”9 a criminal prosecution 
under the Sherman Act, defendant grocery store chain was convicted of a 
consummated conspiracy to monopolize and restrain trade. Affirming this con- 
viction, the Court of Appeals for the Seventh Circuit referred to defendant’s 
“monopoly power,’’° but at the same time stated explicitly that defendant’s 
size and extensive vertical integration were not illegal by themselves." The gist 
of the illegality seems to have been defendant’s “abuse”’ of its power.** The 
abuses consisted mainly of the use of large size and extensive vertical integra- 
tion to force price concessions from suppliers and to undercut competitors.*3 

%8 so F. Supp. 123 (E.D. Pa., 1943). 

*6 United States v. Pullman Co., 50 F. Supp. 123, 136-37 (E.D. Pa., 1943). 

#7 Tbid., and 53 F. Supp. 908 (E.D. Pa., 1944). 


** United States v. Pullman Co., 64 F. Supp. 108 (E.D. Pa., 1945-46), aff’d by an equally 
divided court without opinion 330 U.S. 806 (1947). 

2967 F. Supp. 626 (E.D. IIl., 1946), aff’d 173 F. 2d 79 (C.A. 7th, 1949). 

3° Thid., 173 F. 2d 79, 88. The finding that defendant’s boycotting practices were illegal, 
ibid., at 87, is evidence of the court’s thinking on this point. Unilateral boycotting is not 
illegal unless the boycotter possesses dominant market power. See text and notes at notes 
84-93 infra. : 

» Tbid., 173 F. 2d 79, 82, 87 and 67 F. Supp. 626, 676. 

# Tbid., 173 F. 2d 79, 82, 87. 


33 See Adelman, The A & P Case: A Study in Applied Economic Theory, 63 Q. J. Econ. 
238 (1949). 
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Some of the abuses, e.g., boycotting and “forcing” its suppliers to violate the 
Robinson-Patman Act,34 may have been illegal in and of themselves ;*5 but others 
such as price-cutting and operating at low profit margins, definitely were not. 
All were illegal because they were part of a plan to abuse A & P’s market power 
by operating a “‘two-price’”’ system (one for A & P and a higher one for com- 
petitors) which had the inevitable effect of driving out competition.** Thus the 
A & P case involves intent as well as power. It stands for the condemnation of 
vertical integration by a firm with great, although lawful, market power only 
where such integration is used as part of a conspiracy to establish and maintain 
a system that will drive out competitors. 

In four recent decisions the Supreme Court has crystallized the rules banning 
vertical integration connected with the acquisition or exercise of horizontal mo- 
nopoly power and at the same time has stated that vertical integration would be 
illegal even in certain cases where illegal monopoly power is absent. In United 
States v. Yellow Cab Co.,37 the Checker Cab Manufacturing Corp. and its princi- 
pal stockholder had acquired control of various Pittsburgh, Chicago, Minneapo- 
lis and New York companies operating 100%, 86%, 58% and 15%, respectively , 
of the licensed cabs in those four cities.3* The government’s complaint, charging, 
inter alia, the formation of a conspiracy to exclude other cab manufacturers 
from supplying defendants’ operating companies, was dismissed by the Dis- 
trict Court.3® In an opinion by Justice Murphy the Supreme Court reversed, 
holding that if any “appreciable segment of interstate cab sales” had been pre- 
empted as a result of the conspiracy charged, both Sections 1 and 2 of the 
Sherman Act were violated.‘* Supplying replacements for defendants’ 5,000 
cabs was sufficient to meet this test, irrespective of the “amount of interstate 
commerce thus affected”’ or its “importance . . . in relation to the entire amount 
of that type of commerce in the United States.”’** However, Yellow Cab could 
not be cited as establishing the “per se’’ illegality of vertical integration. 
Justice Murphy emphasized the government’s charge that the “primary ob- 
ject” of the defendants’ conspiracy was the restraint of interstate trade and 
that the integration was not “normal expansion to meet the demands of busi- 
ness” but was “a calculated purchase for control,” all of which seems to re- 
quire a finding of specific intent. 

Although the Yellow Cab case apparently makes any vertical integration il- 
legal provided a “specific intent” is involved, the end toward which the intent 


34 49 Stat. 1526 (1936), 15 U.S.C.A. §§ 13, 21a (1951). 

38 United States v. New York Great A & P Tea Co., 173 F. 2d 79, 87-88 (C.A. 7th, 1949). 
% Ibid. Cf. Schine Theatres v. United States, 334 U.S. 110 (1948), especially 119-20. 

37 332 U.S. 218 (1947). 38 Thid., at 221-24. 

39 69 F. Supp. 170 (N.D. IIL, 1946). 

4 United States v. Yellow Cab Co., 332 U.S. 218, 224-28 (1947). 

# Tbid., at 225-26. # Tbid., at 227-28. 
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must be specifically directed was not adequately defined. Any vertical integra- 
tion involves an intent to exclude competitors from the trade between the inte- 
grating units. To make such intent to monopolize the trade inter se sufficient to 
establish the illegality of vertical integration between parties without substan- 
tial market control would, in effect, create a rule of per se illegality. Justice 
Murphy’s citation of authority, however, gives some indication that the intent 
he referred to was an intent to achieve general market control in order to raise 
prices rather than merely to monopolize the trade inter se.‘ 

The “appreciable segment”’ test does not serve as a substitute for the require- 
ment of horizontal monopoly power which appeared in the earlier vertical inte- 
gration cases. The facts of the Yellow Cab case, as stated by the Court, indicate 
that defendants held a monopoly position in at least two of the four cities where 
they operated cabs;*4 and in rejecting an argument that only nationwide re- 
straints are illegal, Justice Murphy quotes language from Indiana Farmer’s 
Guide Co. v. Prairie Farmer Co.*5 to the effect that the market need not be 
nationwide if it has geographical or distributive significance.“ Arguably this 
language requires a finding of horizontal market control before the integration 
will be illegal. The opinion, however, ignores the market power of the local 
cab operating companies. It is the national cab manufacturing market to which 
the appreciable segment test is applied; and in the cab manufacturing field 
CCM’s small percentage of total production was only enough to avoid a de 
minimis requirement.‘? Justice Murphy relied on Section 1 authorities outlaw- 


ing unreasonable restraints “regardless of the amount of commerce affected,” 


43 Most of the authorites cited by Justice Murphy in his vertical integration discussion are 
Section 1 cases not at all smilar to the Yellow Cab case on their facts. See text and note at note 
48 infra. In the crucial summary paragraph where the question of intent is brought in, Justice 
Murphy refers, in two specific page citations, to a long series of combination cases most of 
them involving railroad mergers. Since CCM was the sole continuous manufacturer of purpose 
built cabs in the United States, United States v. Yellow Cab Co., 80 F. Supp. 936, 943 (N.D. 
Ill., 1948), and since its local cab companies were (in three cases out of four) in a dominant 
market postion, United States v. Yellow Cab Co., 332 U.S. 218, 221-24 (1947), there could 
be some justification for analogizing the Yellow Cab integration to the illegal merger of semi- 
monopolistic railroad systems. The two railroad cases referred to in which market control 
was least (and therefore most similar to Yellow Cab’s) were United States v. Reading Co., 
253 U.S. 26 (1920), and United States v. Lehigh Valley R. Co., 254 U.S. 255 (1920), where the 
Supreme Court emphasized the intent of the defendants to effect a genera] market restraint 
in anthracite (going far beyond the intent merely to monopolize inter se). See text and notes 
22-23 supra. That these two cases, with their intent emphasis, were important in Justice 
Murphy’s analysis is indicated by the fact that his definition of intent is quoted from the 
Reading case. United States v. Yellow Cab Co., 332 U.S. 218, 227-28 (1947). 


44 United States v. Yellow Cab Co., 332 U.S. 218, 224 (1947). 

45 293 U.S. 268, 279 (1934). 

# United States v. Yellow Cab Co., 332 U.S. 218, 226 (1947). 

47 United States v. Yellow Cab Co., 69 F. Supp. 170, 174 (N.D. IIl., 1946). See subsequent 
opinion at 80 F. Supp. 936, 941 (N.D. IIl., 1948). 

4 United States v. Yellow Cab Co., 332 U.S. 218, 225 (1947). Justice Murphy cited United 
States v. Socony-Vacuum Oil Co., 310 U.S. 150, 225 n. 59 (1940), and Apex Hosiery Co. v. 
Leader, 310 U.S. 469, 485 (1940). On the page cited in the Socony opinion, Justice Douglas 
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and apparently meant to equate the “any part” wording of Section 2 with this 
mere jurisdictional limitation by subsuming both under the appreciable seg- 
ment test.*® Hence, that test is a mere jurisdictional or de minimis requirement 
and not a substitute for the horizontal power requirement of the earlier integra- 
tion cases. 

Like the integratjon cases prior to the Yellow Cab decision, United States v. 
Paramount Pictures,° involved the use of vertical integration by horizontal 
monopolists at one level to extend their power to another, in this case a con- 
spiracy of movie producer-distributors moving into the exhibition field. The 
District Court felt that the essence of the illegality lay in the horizontal re- 
straints and it failed to cut down defendants’ vertical integration." Disagreeing 
with this view and also with the government’s contention that vertical integra- 
tion was illegal per se,5? the Supreme Court set forth two tests for determining 
the illegality of vertical integration to be considered on remand; such integra- 
tion would be illegal (1) where it was motivated by a purpose to gain control of 
an appreciable segment of interstate commerce rather than by normal business 
needs, and (2) where it afforded, as part of a monopolistic undertaking, the 
power to exclude competitors in a relevant market area, coupled with a purpose 
to use that power.‘ The first of these tests was stated in words almost identical 
with those of the Yellow Cab case,54 while the second follows the illegal mo- 
nopoly integration cases previously discussed. The language offers no guidance 
as to whether the intent must be in terms of exclusion (A & P) or raising prices 
(Yellow Cab). The amount of horizontal monopoly power necessary for illegality 
under the second test is apparently illegal monopoly power. On remand, the 
District Court found that defendants’ horizontal control had been “powerfully 
aided” and extended to the exhibition level by vertical integration, and that 
the integration was therefore illegal under Justice Douglas’ second test, despite 
the lack of any wrongful intent.’ 


makes a statement substantially equivalent to Justice Murphy’s with respect to Section 1, 
citing in support Montague & Co. v. Lowry, 193 U.S. 38 (1904), Steers v. United States 192 
Fed. 1, 5 (C.A. 6th, rorr), and Patterson v. United States, 222 Fed. 599, 618-19 (C.A. 6th, 
1915). The Montague case involved market control within a definite geographical area, but 
the Steers case (involving the produce of one farm) and the dictum from the Patterson case 
(condemning the restraint as to a single interstate sale) clearly require no more than a minimal 
amount of interstate commerce without reference to any geographical control. The Apex case 
merely states the same conclusion and cites the same page of the Socony case in support. 


4 United States v. Yellow Cab Co., 332 U.S. 218, 225 (1947). 

5° 334 U.S. 131 (1948). 5* 66 F. Supp. 323 (S.D. N.Y., 1946). 
5? United States v. Paramount Pictures, 334 U.S. 131, 168-74 (1948). 

83 Tbid., at 174. 


54 The only authorities cited in support of the first test are the Reading and Lehigh cases 
relied upon by Justice Murphy in the Yellow Cab case. See note 43 supra. 


8s The court ordered all of defendants’ theaters divested. 85 F. Supp. 881, 893-95 (S.D., 
1949). 
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In United States v. Columbia Steel Co.* the government challenged the legal- 
ity of United States Steel’s acquisition of a western fabricating company, Con- 
solidated Steel Corp. United States Steel’s admitted purpose was ‘“‘to assure a 
market for plates and shapes produced at” its recently acquired plant in Geneva, 
Utah.’’ Moving first under a Section 1 count, Justice Reed, speaking for a five- 
member majority, stated that vertical integration was not a restraint illegal 
per se under the Sherman Act.5* Therefore, it must be shown to be unreasonable 
if it is to be illegal; and to be unreasonable it must either be accompanied by an 
unlawful specific intent as in the Yellow Cab case or else so unreasonably restrict 
the opportunities of competitors to market their product that such intent can 
be inferred.5* Outlining the factors that must be considered in a determination 
of whether a particular “acquisition results in” an “unreasonable restraint”’ 
from which intent may be inferred, Justice Reed stated that the court would 
“look . . . to the precentage of business controlled, the strength of the remain- 
ing competition . . . the probable development of the industry, consumer de- 
mands, and other characteristics of the market.”® Applying these tests to the 
facts, he stated that the exclusion of United States Steel’s competitors from 
Consolidated’s three per cent share of the market for rolled steel was not an 
unreasonable restraint even though United States Steel had one-third to one- 
half of the total rolled steel capacity in the western states. Nowhere does 
Justice Reed discuss the possibility that U.S. Steel’s fifty per cent market con- 
trol represented an unlawful monopoly making vertical integration by it unlaw- 
ful under the second Paramount test. It seems certain that he believed that in 
certain market situations vertical integration could unreasonably restrain trade 
even though not connected with illegal horizontal market power or the kind of 
complete monopoly present in the Pullman case. Turning to specific intent, 
Justice Reed, apparently believing that United States Steel’s purpose was 
limited to excluding competitors from the market inter se, found no specific 
intent to impose an unreasonable restraint.” 


8 334 U.S. 495 (1948). 

57 Thid., at 506. 89 Ibid., at 522, 525. 

88 Thid., at 521-23. 6 Tbid., at 527. 

6: Thid., at 505-6, 526-27. Mr. Justice Reed’s interpretation of the facts is not without its 
weak points. To get his estimate of Consolidated’s share of the steel market he ignored the 
difference between plates and shapes and the wider gauge rolled steel products (three-fourths 
of Consolidated’s business being in the former). Had he distinguished plates and shapes 
from other rolled steel products, as did the four dissenters in the case, ibid., at 538, Con- 
solidated’s share of the Western market would have been 13% instead of 3%, ibid., at soo, 
a considerable difference in considering whether the effect on competition was one of unreason- 
able restraint. 

* Tbid., at 527. Certain factors in the Western steel market not brought to the Court’s 
attention might well have changed the result on the intent side had they been known. Kaiser’s 
Fontana, California, plates and shapes producing steel facilities were much closer to Con- 
solidated’s Los Angeles plant (the largest West Coast user of plates and shapes) than was 
Geneva. The total California steel plates and shapes capacity was 478,750 tons of which 
Fontana represented 309,000. American Iron & Steel Institute Directory of Iron & Steel 
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Since there was no illegality under Section 1, it followed, according to Justice 
Reed, that there could be none under Section 2 unless an intent to monopolize 
could be shown.*s Employing the same evidence to show the lack of illegal intent 
under Sections 1 and 2, he stressed the long-continued decline in United States 
Steel’s total share of national production. Further, he stated that the govern- 
ment-blessed purchase of Geneva, with an understanding that finishing facilities 
to absorb its production would be erected, made the Consolidated purchase mere 
normal business expansion (practically sanctioned in advance by the govern- 
ment) rather than an attempt to circumvent the law.® 

Pointing out that specific intent need not be shown where unreasonable re- 
straint has resulted from the parties’ joint action, the opinion of the four 
dissenters is most concerned with what constitutes an unreasonable restraint, 
not with the specific intent issue.“ The minority considered United States 
Steel’s horizontal market power too large and did not wish to see it extended 
vertically. Their conclusion seems to be that vertical integration of an appreci- 
able segment of an industry is unreasonable whenever one of the integrating 
units has dominating market power.” 

The Supreme Court’s second opinion in the Yellow Cab case® established 
that vertical integration not combined with unlawful horizontal monopoly can- 
not be proved illegal on an intent basis unless there is a showing of specific intent 
to do more than monopolize the market between the integrating units. Remand- 
ed for trial on the merits, the case again went against the government in the trial 
court. Proceeding without a jury, District Judge LaBuy said that sound busi- 
ness judgment rather than unlawful intent motivated CCM’s integration with 
the cab operating companies controlled by defendants.”° Economic explanations 
for the activities of the defendants were considered by Judge LaBuy only as 


Works of the United States and Canada 478-80 (25th ed., 1948). With the closest other plates 
and shapes facilities being in Colorado, Texas and Washington, ibid., the Consolidated market 
was of extreme importance to Kaiser and United States Steel. These facts were not presented 
in the argument before the Supreme Court. Had they been presented, the Court’s assumption 
that United States Steel President Fairless’ statement that the purchase was to ‘‘assure a 
market for plates and shapes produced at Geneva,” United States v. Columbia Steel Co., 334 
U.S. 495, 506 (1948), indicated a normal business purpose might have been open to question. 
As it was, Fairless’ statement comes perilously close to an admission that the purpose of United 
States Steel’s purchase was to exclude competition, particularly Kaiser, and therefore pos- 
sibly wrongful. See text and notes at notes 140-46 infra. Big Steel’s purchase was followed 
by Kaiser’s erection of its own fabricating facilities, possibly because without Consolidated it 
had no adequate markets. Had this been known, the intent question might have been resolved 
differently. 


$3 Tbid., at 532. 

$4 Thid., at 532-33.  Thid., at 534-40. 

$s Thid. $7 Thid., at 539-40. 

$§ United States v. Yellow Cab Co., 338 U.S. 338 (1949). 

69 United States v. Yellow Cab Co., 80 F. Supp. 936 (N.D. IIl., 1948), 
7° Tbid., at 942-44. 
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they related to the intent of the defendants and not as a basis for deciding 
whether or not the restraints involved were unreasonable. As to the possibility 
that the integration so restrained trade in the sale of cabs that intent might be 
inferred, Judge LaBuy mentioned no further evidence and merely stated that 
no such restriction existed especially since the operating companies were sub- 
ject to strict regulation by the local municipalities.“ On appeal, the Supreme 
Court affirmed on the basis of the failure to find unlawful intent.” 

In dissent, Justice Black, joined by Justice Reed, asked how there could be 
a judgment of dismissal where there had not been a full consideration of 
whether the restraints were so unreasonable as to be unlawful regardless of in- 
tent.’ The majority opinion, apparently regarding Judge LaBuy’s curt dis- 
missal of this point sufficient, is silent on this matter. Apparently the whole 
Court agreed that the ‘“‘monopoly” power resulting from CCM’s position as the 
sole continuous builder of ‘purpose built” cabs’4 and the local monopolies of the 
operating companies was insufficient to invoke the rule that vertical integra- 
tion is unlawful where combined with horizontal monopoly. 

Several factors present in the Yellow Cab situation might have placed CCM 
in a position to “‘abuse”’ its vertical power.’5 Vertical integration could have en- 
abled CCM to evade municipal rate regulation of the local operating mo- 
nopolies by inflating the rate base with overpriced cabs if it could convince the 
local regulators (as it did the District Court”) that CCM “purpose built” cabs 
were really different from converted stock cars and worth their extra price. 
The temptation to act in this manner was increased by the fact 'that CCM 
could thereby siphon any possible monopoly profits to itself rather than leaving 
them with partially owned operating companies’? where they would be shared 
with outsiders. If the government had been able to prove that CCM overpriced 
its cabs for the reasons just suggested, it might have argued that the overpric- 
ing was such an abuse of CCM’s vertical control as to make that control unlaw- 
ful under the Sherman Act. Nevertheless, the doubtful wisdom of using the 
Sherman Act to protect minority stockholders or to remedy the shortcomings 
of local public utility regulation may justify the Court’s failure to consider these 
factors. 

In summary, it is clearly established that vertical integration will be illegal 

™ Thid., at 941, 944. 

™ United States v. Yellow Cab Co., 338 U.S. 338 (1949). 

73 Thid., at 342-44. 

74 United States v. Yellow Cab Co., 80 F. Supp. 936, 943 (N.D. IIl., 1948). 


78 The fact that CCM sold the large majority of its cabs to its four operating companies, 
rather than on the competitive market, indicates that its cabs may have been ‘‘overpriced,” 
United States v. Yellow Cab Co., 80 F. Supp. 936, 941 (N.D. IIl., 1948), a fact alleged and 
accepted by the Court in the first case. Trans. Rec. at 12, 17, ibid., 332 U.S. 218 (1947); 
ibid., 332 U.S. 218, 224-25. 

1% United States v. Yellow Cab Co., 80 F. Supp. 936, 943-44 (N.D. IIl., 1948). 

17 Thid., at 940. 
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when used by the holder of illegal monopoly power at one level to squeeze 
competitors at another level or to extend monopoly control to new levels. The 
Columbia Steel case, foreshadowed by Pullman and A & P, states that vertical 
integration can be illegal without the existence of illegal horizontal monopoly 
provided it actually results in an unlawful market restraint or else is accom- 
panied by a specific intent to restrain trade, but it rejects the notion of per se 
illegality for vertical integration. The unreasonableness is to be measured in 
terms of the effect of the integration on the opportunities of competitors in the 
relevant market area, an analysis of the entire economic context of defendants’ 
actions thus becoming essential to a determination of illegality. The Yellow Cab 
cases show that the specific intent required is not merely the intent to mo- 
nopolize the trade inter se, but a broader intent, probably the intent to achieve 
some general market control. With only three cases yet decided by the Supreme 
Court in this area, two of them ultimately going against the government, it is 
not yet possible to state the tests for the illegality of vertical integration with 
greater precision or detail. 
II 


Most of the looser forms of vertical forestalling have been condemned in 
language more broadly prohibitive than that employed in the vertical integra- 
tion cases. An exception to this generalization appears in the agency cases. 
Vertical control by means of agency agreements closely resembles actual inte- 
gration both economically and legally.”* A manufacturer owning its outlets may 
require them to deal with it exclusively and may set their resale prices. Similar- 
ly exclusive dealing and resale price maintenance arrangements, often illegal 
when concluded between independent enterprises,’® are normally lawful when 
consummated between principal and agent.* 

A possible exception to the rule that agency equals integration appears, 
however, in the patent monopoly field. In United States v. General Electric Co.," 
the Supreme Court allowed the holder of a patent to exercise vertical control 
over the wholesaling and retailing of its products, including the setting of resale 
prices, by means of a “bona fide” agency arrangement. But the General Eleciric 
case has been greatly restricted. In United States v. Masonite Corp.,* the Court 
struck down a series of agency agreements executed by patent holding manu- 
facturer where it appeared that the firms involved were integrated competitors 
using the agency device as a guise for an industry-wide price fixing conspiracy. 
The Masonite case may be made consonant with the vertical integration prece- 
dents by interpreting it as involving a specific intent to control the market so 
that it restricts agency agreements only to the extent that Yellow Cab restricts 

78 Standard Oil Co. (Calif.) v. United States, 337 U.S. 293, 310, 320 (1949). 

79 See text and notes at notes 104-25 infra. 


*° FTC v. Curtis Publishing Co., 260 U.S. 568 (1923) (exclusive agency contracts). See 
Dr. Miles Medical Co. v. Park & Sons Co., 220 U.S. 373 (1911) (resale price maintenance). 


8: 272 U.S. 476 (1926). * 316 U.S. 265 (1942). 
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vertical integration. A more severe limitation occurs in United States v. Line 
Material Co. which specifically limits the General Electric case to single patentees 
without regard to intent.*s Thus several independent patent monopolists may 
not combine to exercise the vertical control through agency agreements that 
they could exercise separately. 

Boycott cases involve vertical forestalling where the defendants have used 
economic power on one level to coerce their competitors on other levels. In the 
cases involving a concerted refusal to deal, defendants typically possessed domi- 
nant market positions. There is language in Fashion Originators’ Guild of Ameri- 
ca v. FTC** which can be interpreted as making a boycott by agreement illegal 
per se,*5 but in that case the defendants controlled sixty per cent of the industry. 
“Monopoly power’’ was present in more attenuated form in Associated Press v. 
United States, a more recent boycott case.” That case, however, involved the 
largest of the only three nationwide newsgathering agencies, the lack of whose 
services was said by the opinion of the Supreme Court to be a definite competi- 
tive disadvantage to any urban daily paper;*’ hence it can hardly be said that 
the defendants were without some monopoly power. In fact a boycott can hard- 
ly have any significant effect apart from coercive market power, and, barring 
certain non-economic motivation, can have utility only as a method for creating 
or exploiting a monopoly position.** 

Where there is refusal to deal by a single trader only, the few cases in point 
have held that illegality can follow only if that trader has dominant market 
power.*® Perhaps the most attenuated application of this doctrine occurs in a 
district court opinion, United States v. Klearflax Linen Looms.*° There, defend- 
ant, the only domestic manufacturer of linen rug material, attempted to 
monopolize, as against one of its own distributors, all sales to the federal govern- 


#3 333 U.S. 287 (1948). 84 312 U.S. 457 (1941). 


*sSee Kirkpatrick, Commercial Boycotts as Per Se Violations of the Sherman Act, 10 
Geo. Wash. L. Rev. 302, 387 (1942). The Supreme Court, in United States v. Columbia Steel 
Co. 334 U.S. 495, 522-23 (1948), stated that ‘‘where a complaint charges that the defendants 
have . . . concertedly refused to deal with non-members of an association . . . such restraints 
{are} illegal per se.”” But cf. United States v. Women’s Sportswear Ass’n, 336 U.S. 460 (1949), 
a case involving boycott activities carried on jointly by over one-half the stitchers of women’s 
sportswear in the Boston area. There the Supreme Court pointed to both the wrongful intent 
and the restrictive effect of defendants’ boycott in holding it to be in restraint of trade. Ibid., 
at 463. 


% 326 U.S. 1 (1945). "1 Ibid., at 13, 17-18. 


*§ Those boycotted could, without disadvantage to themselves, trade with the competitors 
of the boycotters unless the boycotters possessed some degree of market control. Moreover, 
it is hard to imagine what purpose a boycott can have except as an exclusionary measure, 
something not possible without considerable market power. See Chain-Store Integration as 
Restraint of Trade Under the Sherman Act, 15 Univ. Chi. L. Rev. 392, 393 (1948). 


** FTC v. Raymond Bros.—Clark Co., 263 U.S. 565 (1924); Sorrentino v. Glen-Gery 
Shale Brick Corp., 46 F. Supp. 709 (E.D. Pa., 1942). Cf. Eastman Kodak Co. v. Southern 
Photo Materials Co., 273 U.S. 359 (1927). 


%° 63 F. Supp. 32 (D.C. Minn., 1945). 
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ment which bought one-third of the total output.” The method used was first a 
refusal to deal with the distributor who bid against it on a government contract 
followed by demotion of the competing distributor to the status of a jobber 
(with accordingly higher prices). This was held to be a violation of Section 2 of 
the Sherman Act although there were product substitutes available and de- 
fendant’s one million dollar annual production was less than one-half of one per 
cent of the total United States rug business. The Klearflax Company had ac- 
quired its “monopoly” through normal business methods rather than through 
predatory practices; and it existed “free from any wrongful domination, illegal 
combination, or wrongful destruction of the business of other competitive manu- 
facturers.’’® Very slight extension of the Klearflax case would establish that the 
seller of trademarked items, or the seller of any product distinguishable by the 
public from its closest competitors could not use boycotting tactics in an effort 
to pre-empt any part of its market. However, the Klearflax holding may be 
qualified by the existence of a conspiracy between Klearflax and its other 
distributors*? which would make it a group boycott case. The cooperation of 
these other distributors was necessary to the execution of Klearflax’s plan so 
that concert of action may have been a sine qua non of the illegality even 
though the opinion does not specifically so state. Thus boycotts appear to be 
illegal only when carried on by group action, or else by a single trader possessing 
some market control, and even the group action cases have all involved mo- 
nopoly power. 

Another group of cases involving attempts to bring two or more stages of pro- 
duction under a single control are “‘tie-in”’ cases under Section 3 of the Clayton 
Act. Here, too, illegality has resulted only in involving monopoly power situa- 
tions, although language in recent cases would support a flat per se rule. 
Patentees attempting to force users of the patented article to use unpatented 
products as well have been held to have violated the Sherman and Clayton 
Acts,* and in a recent Supreme Court case so holding, Int’l Salt Co. v. United 
States,” the language would support a flat ban on all tying (and exclusive deal- 
ing) agreements. Where no patent monopoly is involved, however, tie-ins have 


% Thid., at 33-34. % Thid. %3 Tbid., at 34-40. 


%4 Stocking & Watkins, Monopoly and Free Enterprise 360-63 (1951). According to these 
authors, tying contracts do not oppress competitors in all circumstances. ‘“Doubtless such 
considerations influenced Congress in limiting the prohibition of . . . tying contracts to cir- 
cumstances in which ‘the effect ... may be to substantially lessen competition or tend to 
create a monopoly.’ In what circumstances ‘may’ the effect specified reasonably be antici- 
pated? Though it would be difficult to frame a precise rule covering all cases, at least one con- 
dition appears to be a prerequisite: possession by the seller of monopolistic power over one or 
more of the products affected. An analysis of the cases supports this view.” Ibid., at 361. Cf. 
Standard Oil Co. (Calif.) v. United States, 337 U.S. 293, 306 (1949); Miller, Unfair Competi- 
tion 194-213 (1941). 

98 Int’l Business Machines Corp. v. United States, 298 U.S. 131 (1936); United Shoe Mach. 
Corp. v. United States, 258 U.S. 451 (1922). 


% 332 U.S. 392 (1947). 
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been condemned in practice only where they were imposed by defendants in a 
powerful market position. In affirming the conviction of General Motors under 
Section 1 of the Sherman Act for tying-in financing with the sale of cars,%” 
the Court of Appeals for the Seventh Circuit emphasized the dominant market 
position of the defendant.** However, in Signode Steel Strapping Co. v. FTC,% 
the Court of Appeals for the Fourth Circuit stated that a maker of wire parcel- 
wrapping machines could not tie-in the wire with the machines of its business 
was substantial dollarwise regardless of its position in the relevant competitive 
market. The significance of this dictum is attenuated by the fact that the Feder- 
al Trade Commission order involved was one of three forbidding tie-ins by three 
firms doing over two-thirds of the total United States wrapping-machine busi- 
ness.*°*° Although this does not show Signode to have very great market power, 
the Fourth Circuit held that the evidence justified the FTC finding that the 
practices of these firms did substantially lessen competition. Furthermore, the 
dictum in the case has never been applied where those accused were not in a 
powerful market position,’™ and in United States v. J. I. Case Co.,** a district 
court upheld the right of a large farm equipment company to require dealers 
to handle its full line of machines as a condition for obtaining a dealership con- 
tract. The court’s consideration of tying is extremely brief and contains no 
discussion of the precedents; but the holding is a clear indication that tie-ins are 
not illegal, at least under the Clayton and Sherman Acts, in competitive situa- 
tions where they are not the result of coercive practices.’** 


97 United States v. General Motors Corp., 121 F. 2d 376 (C.A. 7th, 1941). 
% Thid., at 403. 99 132 F. 2d 48, 54 (C.A. 4th, 1942). 19° Thid., at so. 


tt The leading non-patent tie-in case sinceSignode is Judson L. Thompson Mfg. Co. v. FTC, 
150 F. 2d g52 (C.A. 1st, 1945). Defendant leased riveting machines on condition that its 
lessees use only defendant’s rivets in the machines. Its leases covered one-third of the riveting 
machines in operation in the United States and its sales of rivets represented twenty per cent of 
the industry’s sales. Ibid., at 953-54. Together with three other companies, defendant did 
about two-thirds of the total United States business in rivets and rivet machines. Ibid., at 
954. The FTC’s cease and desist order was upheld by the First Circuit on the bases that the 
facts were not materially distinguishable from those in the Signode case. Ibid., at 958. Thus the 
court avoided commenting on the Signode dictum. That monopolistic elements were clearly 
present is shown in the court’s statement that the tying clause gave defendant the power ‘‘to 
compel a substantial proportion of the market to use its rivets,” a condition hardly compatible 
with effective competition. Ibid., at 958. 


tea CCH Trade Reg. Rep. { 62,921 (D.C. Minn., 1951). 


3 The facts of the case are markedly similar to the Signode case. Defendant Case was the 
third largest “full line” farm equipment manufacturer, and tie-ins of the sort involved were 
“the pattern of the industry.” Ibid., at 64,808, 64,815. However, the court pointed out the 
competitive nature of the industry and found that the tie-ins were the result of ‘‘mutual agree- 
ments between the manufacturer and the dealers” rather than unilateral coercion by Case and 
that prohibiting them “‘might tend to discourage competition rather than to stimulate it.” 
Ibid., at 64,814-15. See text and notes at notes 123-125 infra. Apparently District Judge Nord- 
bye felt that coercion, a mark of market control, was a prerequisite to the illegality of tie-ins. 
In any case he did not believe in applying the broad language of the Signode case in all situa- 
tions involving any substantial share of interstate commerce. 
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Prior to the Miller-Tydings Amendment,’ resale price maintenance was a 
form of vertical control that apparently was held illegal in all cases. However, 
it is difficult to see how a manufacturer can sell a truly fungible, homogeneous 
product above the going price in a competitive market; hence resale price 
maintenance probably makes sense only where there is imperfect competition. 
It has been strongly urged that resale price maintenance is only useful to its 
originators in situations involving retail conspiracies, “brand name mo- 
nopolies,” or “signal-calling” by oligopolists.’** The earlier cases condemning 
resale price maintenance support this view since they involve, without excep- 
tion, market power in the form of copyrights and patents’ or brand name mo- 
nopolies.?*7 

Resale price maintenance has, of course, been partially legalized by the 
Miller-Tydings Amendment with respect to branded products. The limitation 
of the Amendment to branded products that are in competition with similar 
goods and to vertical agreements not involving the combination of competitors 
on any horizontal level'® restricts the amount of monopoly power with which 
vertical resale price control may be connected under the Amendment. However, 
cases decided since the passage of the Amendment have condemned resale price 
maintenance, not immunized by the Amendment, as a per se violation of the 
Sherman Act.'°? Kiefer-Stewart v. Seagram & Sons" finds a conspiracy to fix 
maximum resale prices illegal even where no market power, restraining effect 
or illegal specific intent was alleged or proved." However, the fact situation 

*°4 50 Stat. 693 (1937), 15 U.S.C.A. § 1 (1951). 

105 See The Per Se Illegality of Price-Fixing: Sans Power, Purpose or Effect, to be printed in 
19 Univ. Chi. L. Rev. No. 4 (1952). The primary justification advanced in favor of resale price 
maintenance has been that it protects a product’s reputation, especially by preventing “‘loss 
leader” selling. American Fair Trade Council, Resale Price Maintenance 3-6 (1942). However, 
a manufacturer’s reputation can hardly be damaged by low prices unless it is assumed ‘hat the 
buying public is so irrational as to prefer higher priced goods in certain fields. See Resale Price 
Maintenance and the Anti-Trust Laws, 18 Univ. Chi. L. Rev. 369, 379 (1951). Those damaged 
by the loss leadership selling are the retailers who do not themselves engage in loss leading. 
The resale price maintenance system is essentially a bargain between manufacturer and 
retailer whereby the manufacturer agrees to maintain standard prices and a high merk-up in 
return for the retailer’s efforts in pushing his product while putting competitive iterus without 
similar price maintenance “‘under the counter.” Such a system could only exist on the assump- 
tions (1) that each retailer has a monopoly position with respect to his own customers enabling 


him to sell the high mark-up brands, and (2) that horizontal power on the part of all the re- 
tailers will keep price cutters out of the retail field. 


106 E.g., Bobbs-Merrill Co. v. Straus, 210 U.S. 339 (1908); Bauer v. O’Donnell, 229 U.S. 1 
(1913); Boston Store v. American Graphophone Co., 246 U.S. 8 (1918); United States v. 
Schrader’s Son, Inc., 252 U.S. 85 (1920). 

107 E.g., Dr. Miles Medical Co. v. Park & Sons Co., 220 U.S. 373 (1911); FTC v. Beech- 
Nut Packing Co., 257 U.S. 441 (1922). 

108 See United States v. Frankfort Distilleries, Inc., 324 U.S. 293 (1945). 

1 E.g., ibid.; United States v. Bausch & Lomb Optical Co., 321 U.S. 707 (1944); United 
States v. Univis Lens Co., 316 U.S. 241 (1942). 

1 182 F. 2d 228 (C.A. 7th, 1951), rev’d 340 U.S. 211 (1951). 

™!See the trial court’s instructions to the jury. Trans. Rec. at 267, Kiefer-Stewart v. 
Seagram & Sons, 340 U.S. 211 (1951); The Per Se Illegality of Price-Fixing: Sans Power, Pur- 
pose or Effect, to be printed in 19 Univ. Chi. L. Rev. No. 4 (i952). 
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underlying the Kiefer-Stewart case clearly involved monopoly power ‘and it 
does not, therefore, detract from the view that resale price maintenance will be 
practiced only under conditions of imperfect competition.’” 

Another possible exception to the thesis that vertical forestalling can be con- 
demned only in connection with monopoly power appears in the area of exclusive 
supply contracts. Prior to 1948 such contracts had been condemned, in proceed- 
ings arising primarily under Section 3 of the Clayton Act, only when pursued 
by defendants dominant in the relevant market areas." However, in Standard 
Oil Co. (Calif.) v. United States, this limitation was expressly removed by the 
Supreme Court.'"4 The opinion, by Justice Frankfurter, implied the removal of 
the limitation with respect to tie-in contracts as well (thus tacitly approving 
the dicta of the International Salt and Signode cases)."5 The sole proviso was 
that a “‘substantial’”’ amount of interstate commerce be involved, a requirement 
implying little more than a jurisdictional or ‘de minimis” requirement similar 
to the appreciable segment test in the integration cases. 

The Standard Stations case, like the tie-in cases, can be distinguished from a 
per se condemnation of vertical control as such. It was brought against a firm 
during twenty-three per cent of the business in the relevant market area”? in 
an industry controlled largely by a few major suppliers whose collective (al- 
though not collusive) use of these exclusive supplying contracts very probably, 
in the view of Justice Frankfurter, had the effect of maintaining their dominant 
position and deterring new entry into the industry."* Two recent District 
Court opinions indicate the lines along which limitations on the scope of the 
Standard Stations holding may develop. United States v. Richfield Oil Corp.™ 
extends the holding of the Standard Stations case to Section 1 of the Sherman 
Act and finds illegality in the requirements contracts of a oil company defend- 
ant operating in the same area as Standard of California but not having the 
economic power of that company. Still, Richfield is one of the major firms in 
an industry dominated by large integrated firms™* who have recently been under 


"2 Thid. 


3 See Standard Oil Co. (Calif.) v. United States, 337 U.S. 293, 300-304 (1949); Miller, 
Unfair Competition 203-13 (1941). 


™4 337 U.S. 293 (1949). ™5 Tbid., at 304-305, 314. 

16 There is no indication in the case that anything more than interstate movement plus 
volume sufficient to be more than de minimis is necessary. Ibid., at 295-97, 314. See Int’! Salt 
Co. v. United States, 332 U.S. 392, 395-96 (1947). Consult District Judge Yankwich’s dis- 
cussion of this point in the lower court. United States v. Standard Oil Co. (Calif.), 78 F. Supp. 
850, 866-67 (S.D. Calif., 1948). 

17 Standard Oil Co. (Calif.) v. United States, 337 U.S. 293, 295 (1949). 

8 Thid., at 309. 

"9 99 F. Supp. 280 (S.D. Calif., 1951). 


1° Richfield, sixty-two per cent of whose stock is owned by Cities Service and Sinclair, 
Moody’s Industrials 1874-75, 1998 (1951), is one of the West Coast’s ‘‘Big Seven” (the others 
besides Standard of California are Texaco, Shell, Tidewater Associated, General Petroleum 
and Union Oil). Their combined production totals over two-thirds of the West Coast consump- 
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attack by the government for joint violations of the Sherman and Clayton 
Acts.™* Moreover, the court speaks of Richfield’s “coercive” tactics in main- 
taining the exclusive supplying arrangements.” The question of coercion was 
further analyzed in United States v. J. I. Case Co.*3 Defendant Case Co. was 
the third largest ‘‘full line” farm equipment manufacturer whose $107,000,000 
gross represented 7% of the nation’s total farm equipment business in 1948." 
One-third of Case’s dealers handled only Case products although this was not 
required by their dealership contracts."5 The government’s bill, asking that 
Case be enjoined from using exclusive dealing arrangements, was dismissed by 
the district court. Distinguishing the Standard Stations case, the court found 
that the exclusive dealing arrangements which existed were the result of mutual 
agreement as to the best method of carrying on the business, that Case’s policy 
was against “coercing” dealers into accepting them, and that the farm equip- 
ment business was highly competitive. Thus the difference in result between the 
J. I. Case and Richfield cases seems to turn largely on the contrast between co- 
ercion and mutual agreement dictated by sound business judgment. If the 
presence of the power to coerce dealers into accepting exclusive dealing arrange- 
ments is equivalent to some form of market control, these two cases are a 
definite indication that exclusive dealing sans monopoly is not unlawful. In any 
case, the J. J. Case holding is a refusal to treat Standard Stations as a flat per se 
precedent. 

In summary, most of the “‘loose’’ vertical forestalling cases are more stringent 
than the vertical integration cases and there is even per se illegality, or some- 
thing approaching it, in certain types of cases. Even in the agency situation, 
which is most like vertical integration, there is doubt as to the legality of vertical 
control by a patentee, the possessor of specifically sanctioned monopoly power. 
Clearly a patentee may not exercise vertical control via agency arrangements if 
those arrangements are the result of agreement between two patentees. In uni- 
lateral boycott cases, the existence of monopoly power is a prerequisite to il- 
legality ; but it is not clear that the degree of monopoly power must be unlaw- 
ful, as is required for in integration cases under the second Paramount test. 

An even broader rule of illegality, approaching a flat per se ban, seems to be 
developing in the group boycott cases. Such a per se rule might be explained on 


tion of petroleum products and they all use exclusive supplying arrangements similar to Rich- 
field’s. Standard Oil Co. (Calif.) v. United States, 337 U.S. 293, 295 (1949). Richfield’s total 
business in 1950 was over $40,000,000, United States v. Richfield Oil Corp., 99 F. Supp. 280, 
285-86 (S.D. Calif., 1951), not too far short of the $66,000,000 total for Standard of California 
in the Standard Stations case. Standard Oil Co. (Calif.) v. United States, 337 U.S. 293, 295-96 
(1949). 


«1 Civil Action No. 11584-C (S.D. Calif., 1950). See CCH Trade Reg. Rep. 961,265. 
™ United States v. Richfield Oil Corp., 99 F. Supp. 280, 293-96 (S.D. Calif., 1951). 
3 CCH Trade Reg. Rep. § 62,921 (D.C. Minn., 1951). 

14 Thid., at 64,808. "35 Tbid. 
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the basis that vertical forestalling was being condemned only where connected 
with monopoly power since it is hard to see why group boycotting would ever 
be complained of where the boycotters possessed no market power. Much the 
same thing can be said about the per se rule developed in the resale price main- 
tenance cases. There. too the restraints in question seem to make little sense 
unless exercised by those possessing significant market power. 

The longest step toward per se illegality involving non-monopolistic situa- 
tions has been taken in the tying and exclusive supplying cases arising primarily 
under Section 3 of the Clayton Act. However, the J. J. Case decision indicates 
that the sweeping prohibitions enunciated by the courts in the Standard Sta- 
tions, Signode and Richfield cases may be limited to situations where the users 
of vertical control possess coercive market power. 


Ill 


Concepts important in both “loose” and “‘close’’ vertical forestalling cases 
were applied and expanded in a recent Seventh Circuit case, United States 0. 
Nai’l City Lines.“* There both the trial and appellate courts followed recent 
vertical integration precedent even though exclusive supplying contracts, 
rather than integration, were under attack by the government. Defendants were 
indicated under Sections 1 and 2 of the Sherman Act for conspiring to restrain 
and monopolize the trade in tires, petroleum products and busses between the 
city transit companies of operator defendants and the manufacturing companies 
of supplier defendants. Operator-defendants, a group of interlocking holding 
corporations for local transit companies, were treated primarily as a single group 
in the case. Supplier-defendants were five largely non-competitive’ manu- 
facturing corporations. The contractual arrangement consisted of a series of ten- 
year requirements contracts and in connection therewith, a series of investment 
contracts whereby the suppliers provided the operators with almost ten million 
dollars for buying up local transit companies. Although the contracts were 
negotiated separately, the suppliers were fully aware of each others’ actions, 
and were shown to have consulted together about the arrangements.’** A con- 
viction under Section 2 of the Sherman Act was affirmed by the Seventh 
Circuit.9 

A requisite of the jury verdict in the City Lines case was a finding of specific 


16 186 F. 2d 562 (C.A. 7th, 1951), cert. denied 341 U.S. 916 (1951). 


127 Firestone Tire & Rubber Co., General Motors Corp., Phillips Petroleum Co., Mack 
Manufacturing Corp., and Standard Oil Co. (Calif.). Mack and GM both made busses, 
although of different types. Their ‘‘division” of the City Lines market was not carried out and 
Mack dropped out of the plan three years before the indictment. Trans. Rec. at 569, 581, 599- 
601, 797-99, 1062, United States v. Nat’l City Lines, 186 F. 2d 562 (C.A. 7th, 1951). Phillips 
and Standard Oil both sold petroleum products but were not in competition with each other 
since they operated almost entirely in different areas and did not have contracts covering the 
same City Lines subsidiaries. Ibid., at 883-84, 1277-1329, 1361-69, 1671-75. 

™8 United States v. Nat’l City Lines, 186 F. 2d 562, 570-71 (C.A. 7th, 1951). 

19 Thid. 





602 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. r9 


intent. Although extensive market power was present at the levels “inte- 
grated,’’*3° the horizontal power was treated as lawful and issues relevant to the 
second Paramount test were eliminated by the manner in which the indictment 
was framed and by the jury’s verdict. The first count of the indictment charged 
defendants with conspiring to extend their ownership to new local transit com- 
panies.'** However, the defendants were acquitted on this charge; and the 
second count of the indictment, on which they were convicted, charged only a 
conspiracy to monopolize the trade between suppliers and operators without 
any allegation of present or attempted horizontal monopoly.’ As in the Yellow 
Cab case, the possibility that vertical integration was being used to evade public 
regulation of operator defendants’ transit lines was not considered." Similarly, 
exclusion of evidence eliminated the test of the Columbia Steel case as to whether 
an unreasonable restraint actually resulted from defendants’ activities."*4 The 
language of the trial judge in excluding this evidence’s and his charge to the 
jury*** leave no doubt that specific intent to restrain and monopolize trade to 


"3° The operating companies were mostly local transit monopolies regulated as public 
utilities. On the supplier level, General Motors had previously been convicted as a single unit, 
for exercising illegal vertical control in a case condemning its practice of tying in financing with 
its cars, United States v. General Motors Corp., 121 F. 2d 376 (C.A. 7th, 1941), and in that 
case the Court of Appeals had emphasized the “dominant position” of General Motors “in 
the automobile industry.” Ibid., at 403. See text and notes at notes 97-98 supra. 


3! Trans. Rec. at 8-9, United States v. Nat’l City Lines, 186 F. 2d 562 (C.A. 7th, 1951). 


'# [bid., at 13-18. The government neither alleged nor proved any restraint or monopoli- 
zation in any particular geographical or distributional market. 

*33 In return for cheaper financing, the suppliers could have received higher prices for their 
products paid for by the operators’ consumers from funds made available under local regula- 
tion because of the operators’ inflated costs and rate bases. Operator defendants received 
over $9,000,000 from the sale of stock, mostly preferred, to suppliers. Ibid., at 1445-48. In 
previous financing arrangements, operator defendants had been forced to pay an underwriter’s 
fee of $325,000 to obtain $4,000,000 in financing, and at the time of the first deal with the 
suppliers they had been unable to obtain other financing at all except at ‘‘prohibitive” prices. 
Ibid., at 461-74. That City Lines was getting a bargain is indicated in the following quota- 
tion from a letter by its counsel to Phillips, ‘““You are buying the stock at $50 a share, when the 
market, which is very thin, is about $40 a share.” Ibid., at 1234. 

There was however, no conclusive evidence as to the reasonableness of operator de- 
fendants’ fares, rate bases or prices paid for supplies. 


134 Thid., at 709-16, 942-43, 1008-11. See Brief for Appellants at 31-34, 68, 84-89, ibid. 


‘38 At one point District Judge Campbell explained his exclusionary rulings in the following 
language, Trans. Rec. at 716, United States v. Nat’l City Lines, 186 F. 2d 562 (C.A. 7th, 
1951): “(W]here a complaint charges such an unreasonable restraint as the facts of the Yellow 
Cab case show, the amount of interstate trade affected is immaterial in determining whether a 
violation of the Sherman Act has been charged. A restraint may be unreasonable either because 
a restraint otherwise reasonable is accompanied with a specific intent to accomplish a for- 
bidden restraint, or because it falls within the class of restraints that are illegal per se. Now, 
this case, on the charging part of the indictment falls within the first classification. The Gov- 
ernment charges a specific intent to accomplish a forbidden restraint.” 

+36 The following paragraphs were among the most important in the charge, ibid.,at 1176-77: 
“Likewise, if you find . . . that any two or more of the defendants . . . with deliberate intent 
agreed to monopolize that part of the interstate trade. . . consisting of the sale of motor busses, 
petroleum products, tires and tubes, used by local transportation systems which National, 
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the detriment of competitors was a necessary prerequisite to any verdict of 


guilty. 

To find specific intent, it is necessary for the trier of fact to believe that the 
defendants’ acts were accompanied with a certain wrongful state of mind going 
beyond the mere intent to commit the acts in question.'*? This requirement could 
presumably be fulfilled by a showing that defendants consciously intended to 
violate the statute.'s* Defining specific intent solely in such terms would cripple 
the antitrust laws. Conscious wrongdoing may not co-exist with the most ex- 
treme form of economic restrictions, and intent to violate the law would be 
extremely hard to prove even when present. The requirement of ‘“‘willful wrong- 
doing’’ has long been held inapplicable as a necessary test of illegality in the an- 
titrust field."s® For the purposes of Sherman Act interpretation, specific intent 
may better be defined in terms of the particular practices forbidden,"*° and it is 
in this second sense that it must be used in the vertical forestalling field. The 
twin evils at which the antitrust laws are traditionally thought to be aimed are ex- 
cluding competitors and tampering with prices. Vertical forestalling necessarily 


American or Pacific owned, controlled, or had a substantial financial interest in, then you 
may find such defendants guilty under Count II of the indictment. . . . 

“It is not unlawful to make a requirements contract, and it is not unlawful to make an in- 
vestment of risk capital in the stock of a customer or potential customer for the purpose of 
producing a new market, nor is such an investment illegal merely because it is made with 
knowledge that other companies have made, or have been requested to make, similar invest- 
ment, or with knowledge that negotiations are being carried on with other companies for such 
investments. In order for you to find any of the defendants guilty of the charges in this in- 
dictment, you must find that they participated in a conspiracy with specific intent to ac- 
complish the single over-all unlawful purpose charged in the indictment. .. . 

“In order to find such a specific intent [it] is necessary to find... that... defendants 
knowingly, willfully and deliberately intended to accomplish a forbidden restraint.” 


137 Dangel, Criminal Law § 54 (1951); 1 Burdick, The Law of Crime § 120 (1946). 


138 Many cases hold that where a statute makes it a crime to conspire to commit acts not 
otherwise unlawful, criminal liability under that statute must rest on a finding of conscious 
wrongdoing. See cases cited in 15 C.J.S., Conspiracy § 45 (1939); 3 Burdick, The Law of 
Crime § 1001 (1946); May, Law of Crimes § 128 (4th ed., Sears and Weihofen, 1938). At 
present the prohibitions of the Sherman Act are broader than the old common law of restraints 
and monopolizations; see United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 225, n. 59 
(1940). Compare United States v. Aluminum Co. of America, 148 F. 2d 416, 427-32 (C.A. 2d, 
1944), with Standard Oil Co. of New Jersey, 221 U.S. 1, 55-62 (1911). And the Act covers 
activities not themselves criminal, or even civil wrongs under any federal statutes. Rahl, Con- 
spiracy and the Anti-Trust Laws, 44 Ill. L. Rev. 743, 744-45 (1950). From this it is arguable 


that conscious wrongdoing should be a necessary part of conspiracy cases under the Sherman 
Act. 


139 See United States v. General Electric Co., 80 F. Supp. 989, 1016 (S.D. N.Y., 1948); 
O’Halloran v. American Sea Green Slate Co., 207 Fed. 187, 189 (N.D. N.Y., 1913); United 
States v. American Naval Stores Co., 172 Fed. 455, 461 (S.D. Ga., 1909). 


14° In most crimes involving a specific intent, the intent requirement is explicitly stated as 
an element in the crime and must simply be proved in the same manner as the other elements 
of the crime in question. Clark & Marshall, The Law of Crimes § 49 (4th ed., Kearney, 1940); 
Miller, Handbook of Criminal Law § 17 (1934). Two difficulties arise under the Sherman Act. 
Besides the conscious wrongdoing problem in conspiracy cases, see text and note at note 





604 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


involves an intent to exclude competitors from the trade inter se. Hence, a defini- 
tion in terms of exclusion, as indicated in the A & P case, might easily confuse 
intent to exclude inter se with the broader intent to exclude from the overall 
market; and at one point in the charge to the jury in the City Lines case this 
very confusion seems to have occurred.'# The net effect of such confusion would 
be to erect a per se rule by making the intent that accompanies any vertical 
forestalling sufficient wrongful specific intent. A definition in terms of intent to 
achieve overall market control in order to raise prices, as suggested by Yellow 
Cab I, would be more in keeping with Columbia Steel’s rejection of per se 
illegality. 

Adoption of a broader intent requirement would give defendants an oppor- 
tunity to justify their integration on the ground that it produced greater ef- 


138 supra, there is a problem created by the language of §1. Under § 2, it is unlawful to 
“attempt ... combine or conspire . . . to monopolize”; the object of any unlawful intent 
is clear. But the §1 wording is “‘contract, combination ...or conspiracy, in restraint of 
trade,” not ‘‘contract, combination or conspiracy to restrain trade.” The statute does not 
define the intent involved in agreements in restraint of trade. The courts have not faced this 
problem squarely. A comprehensive analysis of specific intent under § 1 is lacking. However, 
in United States v. Columbia Steel Co., 334 U.S. 495, 520-27 (1948), Justice Reed repeatedly 
speaks of the “‘specific intent . . . to accomplish an unreasonable restraint,” indicating that 
the Court will treat the statute as though it read “contract, combination or conspiracy to 
restrain trade.” 


*4* See the first paragraph of the jury charge quoted in note 136 supra. Furthermore, the 
discussion of authorities relied on to support the charge gives evidence that Judge Campbell 
may possibly have felt that intent to exclude competition from the trade inter se was sufficient 
(when coupled with conspiracy, see text and notes at notes 147-60 infra) to sustain a finding of 
illegality. See Trans. Rec. at 1148-50, United States v. Nat’! City Lines, 186 F. 2d 562 (C.A. 
7th, 1951). The argument from the cases and quotations relied upon apparently runs as 
follows: The Sherman Act condemns all unreasonable restraints or monopolizations of inter- 
state commerce no matter how small. United States v. Yellow Cab Co., 332 U.S. 218, 226-27 
(1947). Such restraints may be unreasonable either because they are unreasonable per se or 
because they have an injurious effect on competition or because a specific intent is involved. 
United States v. Columbia Steel Co., 334 U.S. 495, 522, 524 (1948). Where an exclusive con- 
tract is involved the supplier gets a monopoly of the buyer’s business. But only general intent 
need be shown to prove an intent to monopolize. United States v. Griffith, 334 U.S. 100 (1948). 
[The citation of the Griffith case and the following quotation relied on by the trial judge 
indicate how important the notion of general intent in monopolization cases was in his charge: 
“Section ... 2 condemns the monopoly of ‘any part’ of trade or commerce. . . . Second . .. 
‘specific intent’ is not necessary to establish a ‘purpose or intent’ to create a monopoly but . . . 
the requisite ‘purpose or intent’ is present if monopoly results as a necessary consequence of 
what was done. . . . [Mjonopoly power, whether lawfully or unlawfully acquired, may violate 
Section 2 of the Sherman Act though it remains unexercised . . . for . . . the existence of the 
power ‘to exclude competition when it is desired to do so’ is itself a violation of Section 2, 
provided it is coupled with the purpose or intent to exercise that power.” United States v. 
Paramount Pictures, 334 U.S. 131, 173 (1948).] There is in the City Lines case an agreement 
which everyone intended to enter into and whose effects were an exclusion of competition 
from some portion of interstate commerce. That agreement was a conspiracy under the Act. 
From that the intent to monopolize which violates the Act can be inferred because its forma- 
tion necessarily eliminated competition from the trade inter se so that intent to exclude 
will be inferred. This reasoning clearly stumbles into the pitfall of confusing intent to monopo- 
lize inter se with intent to monopolize the market, but the presence of many of the quotations 
and citations used by Judge Campbell is difficult to explain on any other hypothesis. 
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ficiency or prevented the growth of monopoly at the integrated level.'# It must 
be remembered, however, that intent can generally be proved only by infer- 
ence from defendants’ activities rather than by direct proof.'43 In consequence, 
a specific intent case (Yellow Cab II) is, practically speaking, not greatly differ- 
ent from one involving the question of whether the restraints shown are so un- 
lawful that intent may be inferred (Columbia Steel).'44 In both types of cases, 
the borderline between legality and illegality cannot be easily and precisely 
determined with the result that a great deal depends on the trier’s findings of fact. 

The position of the Court of Appeals in the City Lines case on the specific 
intent issue is ambiguous. At one point, the court appears to adopt the position 
that in executing requirements contracts the defendants “intentionally per- 
formed acts which inevitably led to violation of Section 2 of the statute.”’*5 The 
violation which inevitably resulted, according to Circuit Judge Lindley, was 
exclusion of ‘“‘competitors from a market composed of the City Lines defendants 
and their operating subsidiaries, present and future.’’*“ As indicated above, this 
would mean that requirements contracts are illegal per se since the parties to 
them must intend to exclude competitors inter se. Such a conclusion would be 
quite inconsistent with the court’s citation of authority (although quite con- 
sistent with the Standard Stations case) since neither Yellow Cab I nor Columbia 
Steel depend on per se rules, the former requiring a broader intent and the latter 
explicitly rejecting per se illegality in the vertical integration situation. 

The discussion of intent may, however, be read as part of the court’s analysis 
of conspiracy.'4? Judge Lindley may have felt that the presence of conspiracy 
made the finding of the broader specific intent unnecessary. By the tradi- 
tional criminal law definition, conspiracy is an agreement to do an unlawful 

‘# A specific intent inference is ordinarily rebuttable so that defendants always have the 
privilege of introducing evidence showing their freedom from wrongful intent. Clark and 
Marshall, The Law of Crimes § 49 (4th ed., Kearney, 1940); Miller, Handbook of Criminal 
Law of § 17 (1934). The limits on the background material that might be logically relevant 
to such inquiries could be extremely broad. The fact that defendants are necessarily better 


informed about their own activities than the government (or other plaintiff) will generally 
give them an advantage in this type of case. 


143 See United States v. McHugh, 253 Fed. 224, 228 (W.D. Wash., 1917); 1 Burdick, The 
Law of Crime 140 (1946); Dangel, Criminal Law 82 (1951). 


144 The primary difference will be in the emphasis on personal motivation. For instance, in 
the City Lines case the trial judge restricted the amount of evidence on the economic back- 
ground which defendants were permitted to bring in on the theory that intent was the main 
issue, See text and notes at notes 134 and 135 supra. At the same time the court allowed 
the broadest sweep to evidence on the life history and personal motives of the principal indi- 
vidual defendant. Trans. Rec. at 444-45, United States v. Nat’l City Lines, 186 F. 2d 562 
(C.A. 7th, 1951). 

+45 United States v. Nat’! City Lines, 186 F. 2d 562, 571 (C.A. 7th, 1951). 

1 Thid. 


47 A major part of the opinion was devoted to the conspiracy question. Ibid., at 569-71. 
The intent discussion occurs at the end of the conspiracy analysis, and it is not clear whether 
intent is being considered as an element in the conspiracy or as a separate requirement. 
Tbid., at 571. 
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act or to do a lawful act by unlawful means.'** To be sufficiently “unlawful” to 
form the basis of a conspiracy, the ends or means must either be known by the 
conspirators to be unlawful or else so antisocial] in nature that knowledge of 
their illegality can be presumed." Thus a finding of conspiracy normally sub- 
sumes a finding of “corrupt’’ intent,’** and, by using this definition, Judge 
Lindley would arguably be justified in holding that his conspiracy finding 
brought the case within the intent requirements of Yellow Cab and Columbia 
Steel. 


However, conspiracy in the antitrust field is not used in the criminal law 
sense. Originally all acts which would produce restraints or monopolizations of 
trade may have been thought of as being so antisocial that any commission 
thereof would justify an inference of wrongful specific intent." That is no longer 


# Pettibone v. United States, 148 U.S. 197 (1893); Duplex Co. v. Deering, 254 U.S. 
433 (1921); 3 Burdick, The Law of Crime §§ 984, 994 (1946). 


49 Criminal Conspiracy: Specific Intent as an Element of the Crime, 38 Harv. L. Rev. 96 
(1924). Clark and Marshall, The Law of Crimes § 126 (4th ed., Kearney, 1940). There has been 
much dispute about this definition of “‘unlawfulness” in conspiracy. In the case of statutory 
prohibitions like the Sherman Act which make it criminal to conspire to commit acts not other- 
wise unlawful, the tendency is toward stricter requirements. In fact, some cases would require 
actual conscious wrongdoing. See discussion in note 138 supra. 


«8° The joint object of the conspirators should be distinguished from the individual intent 
of each conspirator to become a party to the agreement. Harno, Intent in Criminal Con- 
spiracy, 89 U. of Pa. L. Rev. 624, 631 (1941). It is the joint intent that must be corrupt, general 
criminal intent presumably sufficing for the individual intent to join. See The Conspiracy 
Dilemma: Prosecution of Group Crime or Protection of Individual Defendants, 62 Harv. L. 
Rev. 276, 280-81 (1948). Prof. Burdick states that where the object of a conspiracy is criminal 
the general criminal intent that can be inferred from the doing of the acts in question is all 
that need be shown even for the joint intent. 3 Burdick, The Law of Crime § 1001 (1946). But 
where, as in the antitrust field, the object is not criminal in and of itself the vast majority of 
cases hold that “corrupt intent” is prerequisite to the existence of a conspiracy. Harno, supra. 


«st The following quotation illustrates the attitude of many of those who debated the Sher- 
man Act in Congress. “When Robin Hood undertook to rob his fellow citizens he took his 
life in his hand and with at least some sort of courage took the consequences of his crimes, but 
these modern foot-pads have not the grace of his courage, but commit their robberies by 
stealth.” Sen. James Jones, opening debate on Sen. Sherman’s bill in the second session of 
the soth Congress. 20 Cong. Rec. 1458 (1889). It was not the hot heads who carried the day, 
however. Under the guidance of Sen. Hoar, the second House-Senate Conference Committee 
turned the bill into a restatement of the common law rules against monopoly and restraint of 
trade, albeit with much more drastic remedies attached. Hamilton and Till, Antitrust in 
Action, United States Temporary Nat’! Economic Committee, Monograph No. 16at 5-11 (1940). 
Even Sen. Sherman, who felt that his original bill was declarative of the common law, 
spoke of the combinations at which it was aimed as ‘‘monsters,” governed by the “‘law of selfish- 
ness,”’ who exercised “akingly prerogative,inconsistent with our form of government,” and who 
‘‘should be punished as criminals.” 21 Cong. Rec. 2456-62 (1890). Chief Justice White, also 
interpreting the Sherman Act in the light of the common law, thought that restraints of trade 
became unlawful only when they were so unreasonable as to ‘‘give rise to the presumption of 
an intent to injure others” or ‘‘to do wrong to the general public.” Standard Oil Co. (N.J.) v. 
United States, 221 U.S. 1, 52, 58 (1911), and he emphasized the presence of wrongful intent 
in his analysis of the facts in the Standard Oil case. Ibid., at 75-77. For other early cases 
emphasizing the wrongful motives or methods of Sherman Act defendants consult: Swift & 
Co. v. United States, 196 U.S. 375, 396 (1905); United States v. American Naval Stores Co., 
172 Fed. 455, 458-59 (S.D. Ga., 1909). 
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true. Now the line between legality and illegality is recognized as being a 
difficult one to draw," and violators are not as often thought of in the moralistic 
terms of an earlier period.’ The failure to apply the more stringent criminal 
penalties provided in the Sherman Act, viz., heavy personal fines and jail 
sentences, is perhaps the best indication of this shift in attitude.** Neverthe- 
less, when a court decides that certain joint activities result in restraints or 
monopolizations it will find an unlawful conspiracy without much consideration 
of the intent involved. General intent to commit the acts in question suffices." 
Conspiracy is defined merely in terms of agreement, and even the definition of 
agreement has been considerably attenuated so that the phrase “concert of 
action” probably defines the present antitrust definition of conspiracy fairly 


«8? Hamilton and Till, op. cit. supra note 151 (passim). 


183 ‘Nor is the legality of the combination complained of to be determined by innocence of 
motives; the prohibition of the statute may not be evaded by good intentions. The legislation 
is declarative of economic policy, violation of which is deemed detrimental to common welfare, 
irrespective of motive or other wrongful intent.” Prairie Farmer Pub. Co. v. Indiana Farmer’s 
G. Pub. Co., 88 F. 2d 979, 982 (C.A. 7th, 1937). ‘‘[E]very defendant . . . was aware of the plan, 
consciously participated in it, and must be held to have violated the law. . . . [U]sually a viola- 
tion of the Sherman Act is not an ordinary crime. Violation is ordinarily an economic offense, 
the seriousness of which is not related to the moral turpitude of the offender.” United States 
v. New York Great A & P Tea Co., 67 F. Supp. 626, 679 (N.D. IIl., 1946). See United States v. 
Aluminum Co. of America, 148 F. 2d 416, 429-32 (C.A. 2d, 1944); Hearings on Sen. Res. 41 
before the Senate Committee on Civil Service 625-68, especially 629, 664-65, 80th Cong. 1st 
Sess. (1947) (Testimony of Wendell Berge). 


«84 See Hamilton and Till, op. cit. supra note 151, at 78-81, 121-25. 


85 In United States v. Patten, 226 U.S. 525, 543 (1913), the Court stated: ‘‘[We] regard it 
as altogether plain that by its necessary operation [the conspiracy] would directly and ma- 
terially impede and burden the due course of trade and commerce among the states. . . . And 
that there is no allegation of a specific intent to restrain such trade or commerce does not make 
against this conclusion, for, as is shown by prior decisions of this court, the conspirators must 
be held to have intended the necessary and direct consequences of their acts and cannot be 
heard to say the contrary.” Similar language may be found in other Section 1 cases. See, e.g., 
United States v. Masonite Corp., 316 U.S. 265, 275 (1942); United States v. General 
Motors Corp., 121 F. 2d 376, 406 (C.A. 7th, 1941). A similar tendency to disregard specific 
intent is to be found in Section 2 cases. See United States v. Griffith, 334 U.S. 100, ros (1948); 
United States v. Paramount Pictures, 334 U.S. 131, 173 (1948). Such disregard has even 
been combined with repeated emphasis on conspiracy as an essential basis of the illegality. 
American Tobacco Co. v. United States, 328 U.S. 781 (1946). 

An authority on the criminal law has outlined the factors normally present when a legisla- 
ture erectscriminal penalties for certain behavior regardless of the mental element involved.‘‘In 
statutory crime .. . it is frequently unnecessary to show more than that the accused com- 
mitted the act forbidden by the statute... . [T]he legislature tends to create such offenses 
where (1) the penalty incurred is not great, but (2) the damage caused to the public by the 
offense is in comparison with the penalty, very great; and where (3) the offense is such that 
there would be peculiar difficulty in obtaining adequate evidence of the ordinary mens rea.” 
Kenny, Outlines of Criminal Law 44 (r5th ed., Phillips, 1936). The latter two of these factors, 
if not always the first, are present in the antitrust field with respect to showing corrupt intent 
in conspiracy cases. Perhaps the courts feel that the presence of these factors justifies reducing 
the intent requirement in Sherman Act conspiracies to a requirement merely of genera] criminal 
intent just as the same factors justify the dropping of even the general intent requirement 
elsewhere. Cf. The Conspiracy Dilemma: Prosecution of Group Crime or Protection of Indi- 
vidual Defendants, 62 Harv. L. Rev. 276, 281 (1948). 
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accurately." Under the Sherman Act, express agreement need not be shown;'s’ 
and action by individuals with the knowledge that others are participating in 
a plan the success of which depends on joint action is conspiratorial.** Some 
cases have even been interpreted as showing a trend toward holding that the 
parallel action of oligopolistic firms too large to ignore each other’s actions is an 
illegal conspiracy."*® This emphasis on the “agreement” aspect of conspiracy in 
current antitrust cases makes it impossible for a conspiracy finding to supply 
any specific intent requirement. In fact, as the preceding paragraph shows, 
Judge Lindley’s own discussion of intent requires no more than the intent to 
monopolize inter se which is present in all vertical forestalling cases."** Thus if 
the presence of conspiracy is a sufficient support for the holding in the City 
Lines case, the specific intent requirement has, in effect, been washed out and 
replaced by concert of action as a basis of vertical forestalling illegality. 

The handling of intent and conspiracy in the City Lines case is, then, a long 
step toward per se illegality for all vertical forestalling. The analysis of intent 
could lead directly to a per se rule. Even assuming that the conspiracy finding is 
essential,’™ the flat ban may not be far removed. As already noted, conspiracy 


186 See e.g., United States v. United States Gypsum Co., 333 U.S. 364, 394 (1948); Ameri- 
can Tobacco Co. v. United States, 147 F. 2d 93, 107 (C.A. 6th, 1944). Nor is the tendency to 
use a broad definition of agreement in conspiracy actions confined to the antitrust field. Con- 
sult Cousens, Agreement as an Element in Conspiracy, 23 Va. L. Rev. 898 (1937). 


87 United States v. Masonite Corp., 316 U.S. 265 (1942); Eastern States Lumber Ass’n v. 
United States, 234 U.S. 600 (1914). 


*s§ Interstate Circuit, Inc. v. United States, 306 U.S. 208 (1939). 


189 E.g., United States v. Paramount Pictures, 334 U.S. 131 (1948); American Tobacco 
Co. v. United States, 147 F. 2d 93 (C.A. 6th, 1944), aff’d 328 U.S. 781 (1946). In these cases a 
large amount of the evidence consisted of showing parallel actions by supposed competitors, 
and some commentators have argued that they are precedent for the statement that proof of 
control of an industry by an alleged conspiracy together with proof of the non-competitive 
(viz., parallel) behavior of the conspirators is sufficient evidence of a Sherman Act violation. 
Rostow, The New Sherman Act: A Positive Instrument of Progress, 14 Univ. Chi. L. Rev. 567, 
586-87 (1947); Adelman, Effective Competition and the Antitrust Laws, 61 Harv. L. Rev. 1289, 
1324-27 (1948). However, there was considerable evidence of actual agreement in the Tobacco 
and Paramount cases and the Adelman-Rostow position is far from being universally accepted. 
Johnson and Stevens, Monopoly or Monopolization—A Reply to Prof. Rostow, 44 III. L. Rev. 
269, 292-96 (1949); Dession, The Trial of Economic and Technological Issues of Fact: I, 58 
Yale L.J. 1019 (1949). 

160 See text and notes at notes 145 and 146 supra. 


6: The importance of the conspiracy issue in Judge Campbell’s view of the case is indi- 
cated by the following quotation from the charge to the jury, Trans. Rec. at 1175-76, United 
States v. Nat’l City Lines, 186 F. 2d 562 (C.A. 7th, 1951): 

‘*The essence of the crime charged . . . is the illegal agreement, conspiracy, and combina- 
tion. . . . [T]he crime of which the defendants are charged is committed when and if the agree- 
ment to achieve the illegal purposes charged in each Count is reached, and it is immaterial 
whether or not the agreement is later carried out. The success or failure of the combination or 
conspiracy charged in each Count of the indictment is likewise immaterial . . . if you find 
beyond a reasonable doubt that any two or more of the defendants entered into the con- 
spiracy or combination as charged in these Counts of the indictment... . 

“However, the making of an investment of each supplier defendant in the preferred and 
common stock of National, American and Pacific, was not in itself unlawful, nor was the 
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as used in the antitrust field means only concert of action; its intent side has 
been dropped.'* Thus, stating that a conspiracy to forestall vertically is un- 
lawful, although vertical forestalling without more is permissible, is to say that 
vertical forestalling is all right done unilaterally but may not be done by joint 
action." Such a rule would parallel other areas of antitrust law doctrine in 
which the single trader may do what the “loose combination”? may not." In 
fact, the Sherman Act is worded largely in terms of joint action,"® probably for 
the reason that its framers thought of restraints of trade primarily in terms of 
group activities. Penalizing groups for doing what a single individual may 
lawfully do has been justified because of the increased power flowing from joint 
action, the added determination each conspirator receives from knowing that 
he has the support of confederates, and the increased contemporary importance 
of organized forms of crime." Suspicion of group action in the economic sphere 


execution of the several supplier requirements contracts in itself unlawful, whether or not 
made in’ connection with the investment . . . unless you further find, beyond a reasonable 
doubt, that such investments and sales contracts were a part of, or resulted from a con- 
spiracy among the defendants or some two or more of them to effect a forbidden restraint 
in commerce in motor busses, petroleum products, tires and tubes.” 


162 The loose use of conspiracy in the antitrust field has created a threat of dangerous ex- 
tensions of criminal liability in other fields. See Justice Jackson concurring in Krulewitch v. 
United States, 336 U.S. 440, 445, 451-52 (1949); The Conspiracy Dilemma: Prosecution of 
Group Crime or Protection of Individual Defendants, 62 Harv. L. Rev. 276, 281-82 (1948). 

63 A rule against joint vertical control where such control exercised unilaterally is per- 
missible already exists in the patent-agency field. See text and note at note 83 supra. The 
same thing will be true of boycotting if a flat per se rule develops for group boycotts while 
unilateral boycotts remain illegal only when pursued by concerns with market dominating 
power. See text and notes at notes 84-93 supra. 


64 Perhaps the most graphic example is the contrast between certain Section 2 monopoly 
cases, e.g., United States v. United States Steel Corp., 251 U.S. 417 (1920), and the trade 
association cases, e.g., American Column & Lumber Co. v. United States, 257 U.S. 377 (1921). 
United States Steel could fix prices and set production quotas for the one-half of the nation’s 
steel producing facilities owned by it; but suggestions of future prices and production limita- 
tions by the American Hardwood Manufacturer’s Association to its members (producers of 
one-third of the nation’s hardwood) was unlawful. See Jaffe and Tobriner, The Legality of 
Price Fixing Agreements, 45 Harv. L. Rev. 1164 (1932). 


6s The means enumerated in Section 1 for accomplishing unlawful restraints (contracts, 
combinations and conspiracies) all require the action of more than one person; and it was more 
than fifty years after the passage of the Act before any single firm was found to be illegal under 
the ‘‘monopolization” wording of Section 2. Rahl, Conspiracy and the Anti-Trust Laws, 44 Ill. 
L. Rev. 743, 747-48 (1950). 


*66 Thid., at 744-48. In the words of Chief Justice White, the primary evil toward the eradi- 
cation of which the Sherman Act was aimed was ‘‘the enormous development of corporate 
organization, the facility for combination which such organizations afforded, the fact that 
the facility was being used and that combinations known as trusts were being multiplied. . . .” 
Standard Oil Co. (N.J.) v. United States, 221 U.S. 1, 50 (1911). White felt that monopoliza- 
tion by an individual was not one of the matters covered by the Act. Ibid., at 55-62. 


"67 Miller, Handbook of Criminal Law § 32 (1934); The Conspiracy Dilemma: Prosecution 
of Group Crime or Protection of Individual Defendants, 62 Harv. L. Rev. 276, 283-84 (1948); 
Criminal Conspiracy: Bearing of Overt Acts upon the Nature of the Crime, 37 Harv. L. Rev. 
1121, 1123 (1924). 
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is at least as old as Adam Smith’s famous remark to the effect that ‘People of 
the same trade seldom meet together, even for merriment and diversion, but the 
conversation ends in a conspiracy against the public, or in some contrivance to 
raise prices.”*** Apparently the feeling is that supposedly independent com- 
petitors should act independently, and that when they do not, but instead come 
together to affect trade conditions, a purpose and a power to restrain or mo- 
nopolize trade will be presumed even though the joint activities in question are 
not clear restraints or monopolizations on their face. Such a presumption may 
be justified where those combining are direct competitors. In the City Lines 
case, however, there was no agreement among competitors since the supplier 
defendants were not in competition with each other and the operator defend- 
ants were treated as a single unit. The presumption of unlawful power and 
purpose is considerably attenuated although perhaps still justified with respect 
to such a “conspiracy.” But the City Lines case goes further still. The charge 
to the jury called for the finding of a conspiracy if any two or more of fhe de- 
fendants agreed to set up exclusive supplying arrangements.'’® That could 
mean one supplier and one operator defendant. Such a definition would mean 
that all vertical forestalling by agreement between two independent firms is 
conspiratorial. Moreover, since conspiracy may be found within a single firm,’” 
vertical integration or single trader boycotts could also be the result of a “‘con- 
spiracy.”’ In these situations, neither the original “intent” basis nor the anti- 
trust “combination of competitors”’ basis for making conspiracy the foundation 
of illegality exists. But these attenuated uses of conspiracy are current in anti- 
trust cases, as the rationale of the concept appears to be forgotten, so that 
possible conspiracy limitations of the City Lines case may be largely meaning- 
less. 

In summary, vertical forestalling is clearly illegal when combined with un- 
lawful monopoly power. Some of the “loose’’ forms of vertical control are ap- 
parently illegal per se, and others may be illegal even though connected with 
monopoly power not unlawful under the antitrust laws as now interpreted. If 
the City Lines case is not restricted to its facts (as it could be since it is ina 
field of per se illegality under the Standard Stations case) the use of intent and 
conspiracy may greatly broaden the areas of per se illegality, especially in the 
“close’’ vertical forestalling area. Although the courts have not as yet applied 


*68 Quoted in Adelman, Effective Competition and the Antitrust Laws, 61 Harv. L. Rev. 
1289, 1322 (1948). 

*69 See United States v. Line Material Co., 333 U.S. 287, 311 (1948). 

17° See the paragraphs of the charge quoted in note 161 supra. 

*™ No antitrust case to date has found a conspiracy within a single, unitary corporation; 
but corporations have been held to have conspired with their wholly owned subsidiaries and 
dicta indicate that the day of single corporation conspiracies may not be far off. Kramer, Con- 
certed Action Between a Corporation and its Officers—A Violation of the Sherman Act? 


11 Fed. Bar J. 130 (1951); Are Two or More Persons Necessary to Have a Conspiracy Under 
Section 1 of the Sherman Act?, 43 Ill. L. Rev. 551 (1948). 
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these broad rules in situations not involving monopoly power, there is as yet no 
indication of what the limits of illegality will be in the vertical forestalling 
field.‘ Prerequisite to both an evaluation and prognosis of the trend of vertical 
forestalling rules is an analysis of its economic consequences. 


IV 


Vertical control without more has little if any adverse effect on free competi- 
tion.'’3 In fact, the extension of vertical control can have strong monopoly- 


'™ The ‘‘appreciable segment” test will apparently not serve as a significant limit. The City 
Lines case fully supports the previous interpretation of the appreciable segment test as a 
mere jurisdictional or ‘‘de minimis” requirement probably synonymous with the “sub- 
stantial share” test of the “‘loose” vertical forestalling cases. Supplier-defendants argued that 
they did not come within the scope of the test since they were charged only with monopolizing 
the trade of one customer, and they urged that the test required the finding of a restraint or 
monopolization having geographical or distributive significance. Reply Brief for Appellants 
at 15—30, United States v. Nat’l City Lines, 186 F. 2d 562 (C.A. 7th, 1951). There was joinder 
on this point as the government interpreted the test to mean only that a substantial volume 
of trade was involved. Brief for the Appellee at 28-30. Relying on the Yellow Cab case, the 
Court of Appeals specifically rejected defendants’ theory, thus impliedly approving the gov- 
ernment’s argument. Ibid., 186 F. 2d 562, 566-68. 

173 Stocking and Watkins, Monopoly and Free Enterprise 298-99, 314-30, 360-61 (1951); 
Edwards, Maintaining Competition 98, 176-77 (1949); Miller, Unfair Competition 194-213 
(1941); Adelman, Integration and Antitrust Policy, 63 Harv. L. Rev. 27 (1949); Hale, Vertical 
Integration, 49 Col. L. Rev. 921 (1949), and authorities cited. 

A more difficult question is presented in gauging the efficiency of various types of vertical 
control, especially vertical integration. Vertical integration may be inefficient because it en- 
tails planned exchanges not subject to market checks, because of the increased complexities 
in management it necessitates, because the optimum size of plants may be different on the 
separate levels integrated, because shifts in technology make formerly efficient patterns of 
integration unworkable, and because vertically integrated firms are slow in their adjustment 
to technological changes. Stigler, The Theory of Price 210 (1949); Wallace, Market Control in 
the Aluminum Industry 177-79 (1937); Burns, The Decline of Competition 431-33, 436 (1936); 
Dennison, Vertical Integration and the Iron and Steel Industry, 49 Econ. J. 244, 249-54 (1939); 
Jewkes, Factors in Industrial Integration, 44 Q. J. Econ. 621, 626-29, 635-37 (1936); Laving- 
ton, Technical Influences on Vertical Integration, 7 Economica 27, 29-30 (1927). Resale price 
maintenance can create inefficiency in distribution by depriving low-cost distributors of the 
advantage of their superior efficiency, and also, on the manufacturing level by fostering trivial 
differentiation of products and irrational choice of goods by consumers, Stocking and Watkins, 
supra, at 330. 

But vertical integration can also be a means for greater efficiency. In many cases there are 
technological savings from operating successive stages of production together. Or, vertical 
integration may promote cheaper production because integrated firms have less overhead 
per unit of output (especially since intracorporate selling and advertising expenses are elimi- 
nated), have a steadier flow of materials better attuned to their own particular needs, have 
access to cheaper investment capital due to their greater size and stability, and are able to 
locate plants most advantageously. Wallace, supra, at 182-88; Burns, supra, at 433-34; 
Adelman, The A & P Case: A Study in Applied Economic Theory, 63 Q. J. Econ. 238, 247 
(1949); Frank, The Significance of Industrial Integration, 33 J. Pol. Econ. 179 (1925). Simi- 
larly, requirement contracts may protect against price fluctuations, assure supplies, avoid 
storage costs, save selling expenses and make financing easier. Stockhausen, The Commercial 
and Anti-Trust Aspects of Term Requirements Contracts, 23 N.Y.U.L.Q. Rev. 412 (1948). 
Whatever the relative importance of these various factors, a careful weighing of them is not 
central to antitrust analysis. Competition is the arbiter of efficiency. The purpose of the anti- 
trust laws is to provide a framework in which effective competition may_operate, not to pre- 
judge the verdict of the market place as to the relative merits of varying modes of production. 
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lessening results in situations where one level of an industry is monopolized and 
others are not. In such situations the competitive firms, not wanting to pay 
monopoly prices and desiring to share in monopoly profits, will extend their 
operations to the monopoly level so that the horizontal monopoly control is 
weakened.'’4 Various arguments against this position have been advanced. The 
“double profit” argument—to the effect that vertically integrated firms can 
undersell their competitors because they derive profits from several levels 
rather than just one**—has long been thoroughly discredited.'” Another com- 
plaint against vertical control is that it cuts off the one-level firms from access 
to raw materials and markets. It is argued that in boom times vertically inte- 
grated firms have easier access to scarce raw materials than their non-integrated 
rivals, and similarly that the assured outlets of the integrated unit will be 
valuable assets in a depression. However, both of these advantages will obtain 
only where the integrated firms control a disproportionate share of the outlets 
and suppliers, because, if they do not, the non-integrated outlets and suppliers 
will serve the non-integrated manufacturers to the same extent that the inte- 
grated firms serve themselves. Moreover, even if the integrated firms do control 
a disproportionate share of outlets and suppliers, in boom times non-integrated 
firms can dispose of all their goods without the trouble and expense of main- 
taining a selling organization which will lose money during bad times; and dur- 
ing a depression, only the non-integrated firms will be in a position to take 
full advantage of the over-supply of raw materials."”’ Thus the advantages and 


disadvantages of vertical control in having outlets and suppliers assured will 
probably largely cancel out as against the single level firm.'’® 


*74 Burns, The Decline of Competition 421-23 (1936); Stockhausen, The Commercial and 
Antitrust Aspects of Term Requirements Contracts, 23 N.Y.U.L.Q. Rev. 412, 426-27 (1948); 
Stigler, The Extent and Bases of Monopoly, 32 Amer. Econ. Rev., Supp. No. 2, at 1, 22 (1942); 
Jewkes, Factors in Industrial Integration, 44 Q.J. Econ. 621, 629-30 (1930). 


178 See Frank, The Significance of Industrial Integration, 33 J. Pol. Econ. 179, 190 (1925). 


7% The integrated firm must obtain a reasonable return on each level of production in 
order to justify its investment. Any advantage it derives from being able to forego profits on 
prior levels of production in order to undersell competition at the final selling stage will 
mean an abnomally low rate of return on its total investment. Integrated firms might be 
able to stand such a low rate of return, but, if so, it would only be because of factors not re- 
lated to vertical integration such as undistributed surpluses from former years, derivation of 
monopoly profits elsewhere or size large enough to withstand temporary losses. Burns, The 
Decline of Competition 437-38 (1936); MacGregor, Industrial Combination 97-98 (1906); 
Adelman, Integration and Antitrust Policy, 63 Harv. L. Rev. 27 (1949). Cf. Thorp, The 
Integration of Industrial Operation 255-58 (1924); Willoughby, The Integration of Industry 
in the United States, 16 Q. J. Econ. 94, 112 (1901). But cf. Stigler, The Theory of Price 209 
(1949). 


177 See Jewkes, Factors in Industrial Integration, 44 Q. J. Econ. 621, 631-33 (1930). But 
see Dennison, Vertical Integration and the Iron and Steel Industry, 49 Econ. Jour. 244, 255-56 
(1939). 


+78 Stigler, The Theory of Price 210 (1949); Hale, Vertical Integration, 49 Col. L. Rev. 
921, 947 (1949). 
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A more telling argument against vertical control is that vertical forestalling 
restricts the possibilities for entry of new firms since more capital is required to 
enter an industry with large integrated units than one where each level of 
production is separate.'”? This argument does not apply to industries where 
only small percentages of the firms are integrated, but where an important 
number of firms in an industry integrate vertically the markets open to com- 
petitors are reduced, and the tendency is to force everyone to integrate.'®° 
Therefore, vertical forestalling may increase the amount of capital required for 
entry in a given industry. However, if an industry offers opportunities for good 
profits and there is no artificial scarcity of investment capital this difficulty hard- 
ly seems a justification for condemning all vertical control. 

The tendency of the courts, especially in the integration cases, to condemn 
vertical forestalling more easily in connection with all forms of monopoly rests 
on a sound economic basis. In combination with horizontal power, vertical 
forestalling provides a method of exploiting and extending horizontal monopoly 
power. On the exploitation side, many monopolists can achieve the greater 
monopoly profits due to price discrimination™ by vertical forestalling. Where 
demand for a monopolized article varies directly with the frequency of use of 
another product the monopolist can charge more to the customers with the 
greater demand by tying in the unmonopolized product with the monopolized 
article and charging a high price for the former.'* This may be the only way 
certain monopolists can exact monopoly profits. Suppose a monopolist controls 
a product used extensively by a few buyers who will pay more than numerous 
buyers who use the product less frequently. If the cost conditions are such that 
total cost will approximately equal total revenue whether the monopolist pro- 
duces a few units selling at the high price or the many units at the low price 
(due to the economies of scale), then large scale production combined with tie-in 
price discrimination will provide the only means of achieving monopoly 
profits."*s Similarly, a single producer of a product having several uses with 
varying demand conditions for each may find vertical integration the only 
means available for price discriminating so as to take full advantage of the 
differing demands.**4 A kind of price discrimination may be an explanation of 


179 Miller, Unfair Competition 212 (1941). Cf. Vertical Integration in Aluminum: A Bar 
to “Effective Competition,” 60 Yale L.J. 294, 301-5 (1951). 


*8e Hale, Vertical Integration, 49 Col. L. Rev. 921, 949 (1949). 

*#1 Stigler, The Theory of Price 223-27 (1949). 

"2 Cf. Judson L. Thomson Mfg. Co. v. FTC, 150 F. 2d 952, 954 (C.A. 18st, 1945). 
‘83 Cf. B. B. Chemical Co. v. Ellis, 314 U.S. 495, 498 (1942). 


84 Where A has a monopoly of product P which is made into products X and Y, if the pro- 
ducers of X can afford to pay more for P than can the producers of Y, A will want to price 
discriminate. However, this may not be possible as long as the producers of Y can sell to the 
producers of X. But if A takes over the production of Y it can then discriminate by charging 
a low price to itself as the producer of Y and a higher price to the producers of X without fear 
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the “squeeze” behavior of some integrated monopolies." In all these situations, 
however, horizontal power is the basic evil, vertical control being only a method 
for fully exploiting the monopoly power. Nevertheless outlawing vertical con- 
trol may make it difficult for the monopolist to exact any significant monopoly 
profit. And where the monopoly power exploited is either publicly sanctioned 
as in the case of patents, or too small to fall within the present interpretation 
of Section 2, a prohibition against vertical forestalling provides one of the few 
restraints which may be imposed on the exercise of such power.'* 

A second general area of monopoly exploitation via vertical forestalling 
occurs in the field of publicly sanctioned monopolies."*? Public utilities having 
monopolies on two or more levels may use vertical agreements to avoid the full 
impact of rate regulation where the different levels are under the jurisdiction of 


of cross sales. Even where cross sales are not a problem, a manufacturer operating under con- 
ditions of imperfect competition may be prohibited from price discrimination by the Robinson- 
Patman Act, 49 Stat. 1526 (1936), 15 U.S.C.A. §§ 13, 21a (1951), or the recent cases outlawing 
basing point systems, Triangle Conduit & Cable Co. v. FTC, 168 F. 2d 175 (C.A. 7th, 1948), 
aff'd by an equally divided court sub nom. Clayton Mark & Co. v. FTC, 336 U.S. 956 (1949); 
FTC v. Cement Institute, 333 U.S. 683 (1948). Integration with the buyers from which the 
higher prices can be obtained provides a method of continuing the discrimination in such 
situations. Cf. United States v. Columbia Steel Co., 334 U.S. 495 (1948). 


*8s Suppose P is the sole producer of raw material X and has a subsidiary S which, together 
with firms T and U, has monopoly control of the manufacturing of the products into which X 
is manufactured. In setting its price to S, T and U, P will equalize marginal revenue with 
marginal cost and its price will include a monopoly profit for itself. Similarly, when deciding 
at what price S is to sell, P will want to equalize S’s marginal revenue with its marginal cost. 
But the marginal cost of X as far as P and S are concerned will not be the price set for sales to 
the entire S-T-U market since P is charging a monopoly price. Therefore, S’s marginal cost 
will be less than that of T and U and S’s sale price will be less than that at which T and U 
would normally expect to sell because of the lower cost figure used by S. Thus P’s actions in 
setting prices as any monopolist normally would will have the effect of ‘‘squeezing” T and U 
even though P is not consciously attempting to drive T and U out of business, but only trying 
to maximize profits. 


Tn the patent field, the Supreme Court has exhibited a strong tendency to limit the 
methods by which a legally sanctioned monopoly may be exploited through the use of vertical 
control devices, such as resale price maintenance and tying contracts. Schuller, The New 
Antitrust Illegality Per Se: Forestalling and Patent Misuse, 50 Col. L. Rev. 170, 184-95 
(1950); Patent Abuses and Antitrust: The Per Se Rule, 64 Harv. L. Rev. 626 (1951). The Court 
has referred to these techniques of vertical control in terms of extension rather than exploita- 
tion of the patent monopoly. See Automatic Radio Mfg. Co. v. Hazeltine Research, 339 U.S. 
827, 832, 837-39 (1950); Mercoid Corp. v. Mid-Continent Co., 320 U.S. 661, 666 (1944); 
Boston Store v. American Graphophone Co., 246 U.S. 8, 23 (1918). In this comment such 
techniques are referred to as ‘‘exploitation,” with the word ‘‘extension” being reserved for 
situations where the monopolist uses his power to achieve monopoly on a second level. The 
strong language in United States v. General Electric Co., 272 U.S. 476, 489-90 (1926), sup- 
porting a patentee’s right to use any ‘“‘normal and reasonable” methods for securing his full 
“pecuniary reward,” may explain the Court’s preference for the use of the world ‘‘exten- 
sion” rather than “exploitation” in cases limiting the scope of the patent grant. 


"87 See Edwards, Maintaining Competition 97-98 (1949); Adelman, Integration and Anti- 
trust Policy, 63 Harv. L. Rev. 27, 43-44 (1949); Hale, Vertical Integration, 49 Col. L. Rev. 
921, 938-39 (1949). 
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different regulatory bodies or some levels are not regulated at all. The practical 
difficulties inherent in allocating costs between the various levels of an inte- 
grated enterprise"** make the task of the regulatory body extremely difficult 
even assuming that it can bring together the records of the company from every 
level.**® Where only one level is fully monopolized, as in the Yellow Cab case, 
the regulators could obtain competitive comparisons on cost figures, but where 
both consumer and supplier are monopolies, this check is lacking; and a rule 
banning vertical] forestalling in such situations might well be justified.’ 

The reasons for the use of vertical forestalling to extend monopoly power in 
situations not affording increased efficiency or the benefits of price discrimina- 
tion are less important and the dangers to a competitive economy from such use 
of vertical forestalling are not as great. In certain situations there can be no 
doubt that vertical control may be used to extend monopoly power, primarily 
where such control is used as a defense against monopoly at the integrated 
level. Where a monopoly (or a competitive firm as previously explained) on one 
level is confronted with actual monopoly on a second level, there will be a 
tendency to use vertical forestalling to avoid paying high prices to the mo- 
nopolists on the second level.'* In that situation, the vertical forestalling tends 
to break down monopoly on the second level unless the first monopolist 
achieves monopoly power on both levels. Even if a two-level monopoly is 
eventually achieved, the deterrent to new competitors presented by the 
necessity of making a larger initial investment in order to begin competing may 
be offset by the fact that the double monopoly will probably tend to have a 
lower price and greater production than if the two levels were separately 
owned.'* In these situations, then, the net effect is to bring two monopolistic 
levels under joint control, a result which will normally not raise prices or in- 
crease the total power of the monopoly in the economy. 

In a limited number of situations, horizontal monopolists might also desire to 
extend their vertical control for reasons other than as a defense against other 
monopolies. A monopolist may desire to expand his sphere of control in order to 
insulate himself by pushing prospective competitors farther afield and forcing 

188 Adelman, op. cit. supra note 187, at 30-31; Hale, op. cit. supra note 187, at 941-45. This 


difficulty also obtains for the integrated enterprise, of course, making it hard for any such 
enterprise to know how much it actually benefits (or loses) from being integrated. 


89 Edwards, Maintaining Competition 99, n. 12 (1949). 
19° Cf. ibid., at 129-30, 177. 


1#t Even the fear of future development of monopoly on the second level could be sufficient 
reason for a monopolist to integrate. Such fears might be éspecially strong in any area where 
the importance of patents could make future monopolies on other levels extremely powerful. 


192 Where a single monopolist controls two levels of an industry, when he decides that a 
decrease in price will increase his total revenue, he will immediately lower the price and pass 
the decrease long to the public. But where the two levels are separated, one monopolist will 
hesitate to decrease his price in any circumstances because he cannot be sure what action will 
be taken by the other monopolist (who may simply absorb the price reduction for his own 
benefit and not pass it along). See Marshall, Industry and Trade 420 (4th ed., 1923). 
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them to make a larger initial investment in order to compete. This reason may 
be of increased significance where there is a possibility that patent development 
might solidify the newly acquired levels.’®® Barring the existence of possible 
new patent monopolies or restrictions in the supply of capital, it is difficult to 
understand how a monopolist could greatly enhance his power to stifle new 
competition by means of such vertical extension. The vertical extension would 
bring increased size, but whatever antitrust problems are raised by size alone 
are not aggravated because they are a product of vertical forestalling. More 
effective control of horizontal monopoly (and size) would render vertical ex- 
tension in these situations harmless and would in fact remove the main reason 
for such extension, namely the desire to obtain protection against other hori- 
zontal monopolies. 

In the light of this economic analysis it becomes possible to appraise the 
courts’ handling of vertical forestalling. Where connected with illegal monopoly, 
vertical forestalling is clearly illegal whether it involves monopolization of new 
levels, actual or attempted, or is only “closely related’’ to the original illegal 
horizontal combination and a “definite means” of carrying it out.’ In these 
situations, the courts have not analyzed the extent to which vertical forestalling 
injures the competitive structure. Cases where the expansion may be a means 
of exploitation or an attempt to bolster the original unlawful monopoly are not 
distinguished from cases where the expansion is an attempt to break down 
monopoly on other levels or merely an investment of surplus funds giving no 
added leverage other than that which results from increased size. One reason 
for this may be that under current relief notions the “fruits” as well as the 
“tools” of illegal monopoly power may be dissevered.'* Thus even economically 
harmless vertical forestalling may be cut off or enjoined if it was acquired as a 
result of the exercise of unlawful monopoly power. 

A few cases indicate that there is a limit past which the courts will not go. 
If the vertical control is clearly carried on for technological efficiency or as an 
innocent investment and has no connection with the illegal monopoly power, 
it may survive the dissolution of the monopoly.'® The net result is that a find- 


+93 Cf. United States v. United Shoe Mach. Co., 247 U.S. 32 (1918). 

194 United States v. Paramount Pictures, 85 F. Supp. 881, 893-94 (S.D. N.Y., 1949). 

198 United States v. Crescent Amusement Co., 323 U.S. 173, 189 (1944); Schine Theatres 
v. United States, 334 U.S. 110, 128-29 (1948); United States v. Paramount Pictures, 334 
U.S. 131, 152-53 (1948). 

9% United States v. Aluminum Co. of America, 148 F. 2d 416 (C.A. 2d, 1945), 91 F. Supp. 
333 (S.D. N.Y., 1950). 

In the Paramount case, Justice Douglas states that some vertical integration entered into 
merely as “innocent investments” is permissible. ‘‘If in such cases the acquisition was not 
improperly used in furtherance of the conspiracy, its retention by defendants would be justified 
absent a finding that no monopoly resulted. And in those instances permission might be given 
the defendants to acquire the interests of the independents on a showing by them .. . that 
neither monopoly nor unreasonable restraint of trade . . . would result.” United States v. 
Paramount Pictures, 334 U.S. 131, 153 (1948). 
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ing of illegal horizontal monopoly may make most vertical control unlawful with 
the burden being on the monopolist to show that the vertical control had no 
connection with the illegal monopoly if such control is not to be condemned. 

Where vertical forestalling is attacked in situations involving lawful mo- 
nopoly power under the antitrust laws as presently interpreted, more difficult 
problems arise. There may still be monopoly power sufficient to be more fully 
exploited or even extended by means of vertical forestalling. The fact that there 
will be no possibility of attacking vertical forestalling as a ‘‘tool” or “fruit” of 
illegal monopoly makes a direct attack on the vertical control necessary if it is 
to be removed; and the removal is, if anything, more important than in the case 
of illegal monopoly because of the impossibility of direct attack on the monopoly 
itself. But, following the economic analysis previously presented, the rules 
banning vertical forestalling must not be so broad as to ban such forestalling 
where it is not connected with monopoly power of any sort. 

Traditional analysis of restraints and monopolizations of trade have been in 
terms of illegal power, purpose or effect. An “effect” analysis might look either 
to the effect on prices or the effect on competitors. Where the vertical fore- 
stalling is used as a price discrimination technique, it may not be too difficult 
to show an effect on prices. However, in many situations, as the Yellow Cab 
case shows, proof of effect on prices would be extremely difficult. The courts in 
the vertical forestalling cases have taken the other approach to the effect prob- 
lem and treated exclusion as the major effect to be expected from vertical fore- 
stalling. Following the Columbia Steel case, the test of illegality in vertical fore- 
stalling cases would be whether an unreasonable amount of competition had 
been excluded. The determination of unreasonableness is often a long, difficult 
process whose results are uncertain, and, as Columbia Steel indicates, unlikely 
to result in banning vertical forestalling in all monopolistic situations. 

Reliance on the “purpose” aspect of the traditional trichotomy is likely to 
prove equally unproductive. The City Lines case shows how easily the intent 
analysis may degenerate into an overly broad per se rule. On the other hand, 
if intent is restricted to the broader definition intimated in Yellow Cad I, the 
same difficulty of proof arises as with the “reasonableness of effect” test. De- 
fendants will be permitted to justify their actions as intended to affect only a 
small part of the market, thus raising the same economic issues that would 
have to be resolved by the trier on the rule of reason analysis. The only differ- 
ence would be an extra step in the reasoning process. Instead of weighing the 
many economic variables in terms of their market effect, the trier would con- 
sider them as factors bearing on the intent of the defendants. Once again the 
result would be an extremely general rule, uncertain of application in a par- 
ticular situation, leaving much to the factual determination of the trier, and 
having no necessary relation to the question of the presence of monopoly which 
should be the touchstone of any rule of illegality for vertical forestalling. 

The most direct test for the illegality of vertical forestalling would be a power 
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test: the forestalling would be illegal when connected with monopoly power, 
in the economist’s sense, but not otherwise. This test would, of course, require a 
different definition of monopoly power than that used in current Sherman Act 
cases. Judge Hand’s “30-60-90” dictum"*’ would have to be replaced for verti- 
cal forestalling cases by his earlier suggestion that a monopolist is one whose size 
relative to the market is such that he can affect price by a change in his out- 
put.'®* Such a test would entail difficult problems of application but it would 
have the merit of putting the emphasis in vertical forestalling cases where it 
properly belongs. The present vertical forestalling rules have reached results 
equivalent to those which would be reached under this test in most cases. But 
the notions of conspiracy, intent and per se illegality that operated to achieve 
this are so broad that they set no proper limits on the scope of illegality other 
than the unguided horse sense of prosecutors and triers of fact in antitrust cases. 
The test suggested as a substitute for these several rules would not only intro- 
duce proper limits, it would also unify them into a single rule covering all the 
vertical forestalling situations. Per se illegality in fields, such as resale price 
maintenance, group boycotts and patent tie-ins, where monopoly power uni- 
versally co-exists with vertical control would be an economic corollary of the 
“‘power’’ rule.'9? 


The present scattered rules concerning vertical forestalling could thus be 


*97 United States v. Aluminum Co. of America, 148 F. 2d 416, 424 (C.A. 2d, 1945). 
1® United States v. Corn Products Refining Co., 234 Fed. 964, 1012 (S.D. N.Y., 1916). 


199 See text and notes at notes 88 and 1os—112 supra. A patent “‘is at least prima facie 
evidence of [market] control.” Standard Oil Co. (Calif.) v. United States, 337 U.S. 293, 307 
(1949). There are few who will argue that the per se rule should be extended uniformly to all 
vertical forestalling fields. In fact, such an extension would cause tremendous dislocation of 
long established business practices that have little relation to monopolies or restraints of 
trade and may increase efficiency. See note 173 supra for a discussion of the possible ad- 
vantages to be derived from exclusive supplying contracts and vertical integration. Agency 
arrangements are enough like these two forms of vertical control so that the same reasoning 
will apply to them. 

Unilateral boycotting, viz., refusal to deal by a single competitor, has never been thought 
to need justification in our system of free enterprise and can hardly be said to have adverse 
economic consequences when engaged in by a single firm in a competitive market. Similarly, 
tying arrangements are not bad when separated from monopoly power. See note 94 supra. 
Few will object to tying laces in with the new pair of shoes; and the often beneficial exclusive 
dealing contracts are in a sense tie-ins. (Each unit used during the operation of the contract is 
“‘tied-in” with all the rest.) Where the tie-in is desirable from the purchaser’s point of view or 
where alternative combinations of products are close substitutes for the products in ques- 
tion, the tie-ins will not have restrictive effects on competition. It is only where a competitive 
product is tied-in with a monopolized product in situations where no alternative combination 
is available that the tying has adverse economic effects as a method of price discrimination 
by the monopolist. It has even been argued that the use of a tie-in is justifiable in the patent 
monopoly situation to facilitate the best possible operation of the patented product. See 
Int’l Business Machines Corp. v. United States, 298 U.S. 131, 134 (1936). However, this 
argument does not bear close scrutiny. If the patented product operated better in con- 
nection with the tied-in product of the patentee, as against the goods of other makers of the 
tied-in product, the coercion of the tie-in would not be necessary. Ibid., at 138-39. 
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greatly simplified. A broad condemnation of vertical forestalling where it is 
employed to expend or exploit horizontal power capable of affecting market 
price would encompass all situations in which vertical control has direct adverse 
economic consequences. Such an interpretation actually harmonizes vertical 
forestalling precedent while at the same time confining dangerously broad 
language. 

Perhaps the vertical forestalling cases are a symptom of unduly narrow in- 
terpretations of the antitrust laws. The courts may be struggling to restrict the 
monopolies they are unable to outlaw directly by denying them the opportunity 
to grow through the use of vertical control. In only very rare situations will the 
prohibition against vertical control effectively curb monopoly power. If and 
when the antitrust laws are amended or reinterpreted so as to become effective 
weapons against horizontal monopoly power, it is likely that the present broad 
rules concerning vertical forestalling will fall into disuse and oblivion. 





BOOK REVIEWS 


Land Planning Law in a Free Society: A Study of the British Town and Coun- 
try Planning Act. By Charles M. Haar. Cambridge: Harvard University 
Press, 1951. Pp. xiii, 213. $4.00. 


I 


One of the inevitable effects of the progressive extension of government con- 
trol over economic life is that economic problems are increasingly disposed of 
by lawyers, technologists and experts in “administration.” It might be expected 
that this would lead to an increased understanding of economics in these pro- 
fessions. This expectation has generally been frustrated—it almost seems as if 
those who ardently believe that they can solve economic problems by central 
planning in most instances do so precisely because they are unaware of what 
the economic problems are. 

There is no better illustration of this than town planning—a subject which, 
it must be admitted, has been sadly neglected by economists. And there could 
be hardly a more telling demonstration of the complete lack of comprehension of 
the economic problems which the use of land raises for society than the present 
careful and painstaking study of the new British Town and Country Planning 
Act of 1947 by an American student of Public Administration. While the book 
presents a sympathetic interpretation of that experiment, in the sense that 
Mr. Haar fully shares the outlook which inspires it, it is as devoid of any ap- 
preciation of the wider economic issues involved as were the group of architects 
and administrators who, in the peculiar circumstances of Britain between 1940 
and 1947, were almost exclusively responsible for this piece of legislation. The 
book does not even take notice of the few critical analyses of the Act which ap- 
peared when the British economists were at last released from the more im- 
portant preoccupation of winning the war. In particular the author ignores the 
masterly analysis of the problem by Sir Arnold Plant' and the severe criticism 
which the measure has received from groups which one might expect to be 
sympathetic towards it, such as the followers of Henry George. 

After reading the book one feels some doubt whether the author, any more 
than the legislators or the British public at large is fully aware of how com- 
pletely the Act has changed the whole character of the British economic system. 
While entirely suspending the operation of the price mechanism with regard to 
land (outside agricultural uses) it has put nothing in its place except arbitrary 
decision without even a general principle to guide it. What the Act has decreed 


* Plant, Land Planning and the Economic Functions of Ownership, 29 J. Chartered Auc- 
tioneers and Estate Agents Inst. 284, 298 (1949) . 
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is nothing less than that all advantage which a private owner could derive from 
any change in the use made of a piece of land (if it was to be devoted to other 
than agricultural purposes) shall in future be confiscated by the government, 
and that, therefore, if the principles of the act can be consistently applied, no 
private person or corporation will have any incentive to improve economic 
efficiency, where this involves a change in the use of land. 

To anyone familiar with the history of the Act and the effects which it is 
producing, the most curious aspect of the present book is that it attempts to 
emphasize throughout the democratic character of the measure and its com- 
patibility with free institutions, while on the basis of the facts provided by the 
book itself both are at best pious hopes of highly questionable value. If the au- 
thor is unaware of the threat to freedom involved, this is probably because he 
seems equally oblivious to the fact that consistent application of the principles 
of the Act in the long run implies central direction of all economic activity. 
Characterization of the measure as particularly democratic squares ill with the 
admitted facts that when it was discussed in Parliament almost nobody under- 
stood the practically unlimited discretionary powers it conferred on administra- 
tive agencies. “[T]he Opposition often felt in the position of Joseph who was 
asked not only to interpret the dream, but to say what the dream was’’ (p. 
177). Furthermore, after the Act had placed in the power of a minister un- 
limited discretion to lay down even the “general principle’ on which its most 
important provision was to be administered, the minister in fact issued regula- 
tions which “represent a complete change of mind since the time of the debates 
of the Act” (p. 111). We shall later have to consider the issue in question. 
From a lawyer one might also have expected a little more concern about the 
fact, mentioned like many of the less appealing features of the legislation in the 
small print of the notes, that “throughout, the Act seems to avoid any recourse 
to the courts” (p. 188). 

The discussion of the economically most important provisions of the Act is 
compressed almost entirely into a few pages of Mr. Haar’s book (pp. 98-117), 
and in a brief review we must concentrate on these. As is made abundantly clear 
throughout the exposition, the basic motive behind all legislation of this kind is 
“the ever-present fear of need to pay compensation which constitutes an ever- 
present threat to bold planning” (p. 101; cf. pp. 157 and 167). In other words, 
it is the desire of the town planners to be relieved of the necessity of counting 
the cost of their activities, and it is freely admitted that many of the things 
which they regard as desirable would prove impossible if the whole cost, as it is 
measured in a market economy, had to be paid. The central aim is therefore to 
enable the planning authorities to acquire control over land below the price it 
would fetch on a free market. The argument used to justify this aim betrays 
a complete failure to understand the significance of these costs. We shall not 
stop to examine at length the arguments used in the present book to show why 
these costs can in fact not be paid. 
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The significance of the market value of land as an indicator of the social cost 
of its use for particular purposes is a more fundamental issue. In town planning 
literature generally, as in the present book, this question is generally repre- 
sented as a purely fiscal problem: How these costs are to be met. It is regarded 
as solved if the burden can be placed on a particular group, by a partial ex- 
propriation of the landowners. But this is not at all the main social problem 
involved. The crux of the matter lies in making sure that generally, and in 
every particular instance, the advantages derived from planning exceed the 
losses of the developments which the planning restrictions prevent. Paying 
the owner less than the full value of the land uses which are taken from him 
does not reduce the cost to society one whit. It merely makes it possible to 
disregard them and go ahead with planning schemes regardless of whether they 
repay their total cost. Unless it can be shown that the market prices of land 
reflect more than the value of the alternative services to the consumers which 
the land would render if allowed to be put to its more profitable use, the direc- 
tion of the land to other public purposes can be justified only if it can be demon- 
strated that it will make a contribution to public welfare which is greater than 
the value lost. This is what the planners can so rarely demonstrate. But, like 
most planners, the town planners, while pretending to take a more compre- 
hensive view, are usually interested only in a limited range of values and wish 
to escape the trammels of considerations which they neither understand nor care 
for, and which probably no central plan could adequately take into account. 
As the present book characteristically puts it, their hope is that in the future the 
“decision on the proper use of a piece of land will not be distorted by either the 
excessive cost of high development value or of the need of avoiding the pay- 
ment of compensation, but will be taken strictly on planning merits” (p. 102). 

The only serious attempt to justify this approach was made by one of the 
British commissions of inquiry which preceded the 1947 legislation, the “Uth- 
watt Report” on Compensation and Betterment of 1942. This report developed 
a curious theory of “floating” and “shifting” values which, though I doubt 
whether it is taken seriously by a single reputable economist, appears to have 
made a considerable impression on town planners and administrators. It is 
based on the assumption that the total value of all the land in a country is a fixed 
magnitude, independent of the uses to which the individual pieces of land are 
put, and that, in consequence, the control of the use of land has only “the effect 
of shifting land values: in other words, it increases the value of some land and 
decreases the value of other land, but it does not destroy land values”’ (p. 99, 
quoted from the Uthwatt Report). Now this is not merely, as Mr. Haar sug- 
gests, a theory which “may be open to question on the ground of lack of em- 
pirical proof” (ibid.). It is sheer nonsense which empirically could neither be 
proved nor disproved. There is no useful meaning of the term value of which it 
could possibly be true. The situation is not much better with regard to the 
theory of “floating value”: the assertion that as a rule the expectation of im- 
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pending development will affect the value of more land than will in fact be de- 
veloped and increase it by more than the value of the actual developments. 
Yet even though it may occasionally be true that the market value of land on 
the margin of a town may be based on expectations which cannot all be valid, 
this surely is a difficulty which could be met by appropriate principles of 
valuation and which does not justify complete disregard of market values. 

All this does not mean that we want to belittle the difficulty caused by the 
fact that while the cost of planning through reducing the value of some land is 
not too difficult to recognize and the bearers of the loss certain to claim com- 
pensation, the “betterment,” i.e., the increases in the value of land due to the 
same planning measures are much more difficult to ascertain. Nor can there be 
much question that, so far as specific betterments of this kind are ascertainable, 
it is desirable that the beneficiaries should be made to contribute to the cost of 
planning in proportion. There is much to be said for taxing away increments of 
land value which are demonstrably due to public activity. Indeed, of all kinds 
of socialism, the nationalization of land would have most to recommend itself 
if it were practicable to distinguish the value of the Ricardian “indestructable 
and permanent powers of the soil,”’ to which the argument alone applies, from 
that value which the efforts of the owner have contributed. The difficulties 
here are essentially of a practical nature: the impossibility of distinguishing be- 
tween these two parts of the value of a piece of land, and the problem of so 
adjusting rent contracts as to give the user of the land the appropriate induce- 
ments for investment. However, though “only” practical, these difficulties have 
nevertheless proved insuperable. 

In effect, this was recognized by the Uthwatt Report which, by a “bold de- 
parture from precedent” on which the authors specially prided themselves, 
started a new development which in the end perverted that reasonable but im- 
practicable idea of the taxation of betterment values into its opposite: instead 
of using the taxation of land values as a means of forcing the owners to put their 
land to the best use, the Town and Country Planning Act of 1947, under the 
name of the Development Charge, in effect imposed a penalty amounting to the 
whole gain to be derived from it, on any one putting land to better use. This 
transformation of the initial idea began with the Uthwatt Committee’s decision 
“to cut the Gordian knot by taking for the community some fixed proportion of 
the whole of any increase in site values without any attempt at precise analysis 
of the causes to which they may be due” (p. 98, quoted from the Uthwatt Re- 
port). The further steps leading from this to the 1947 Act were that this prin- 
ciple, which the Uthwatt Report intended to apply only to yet undeveloped 
land, was extended to include all redevelopment of land already used for non- 
agricultural purposes; that, instead of making the value at a fixed date the 
basis for determining the increment, the value of any piece of land in the par- 
ticular use to which it was devoted at any given time became the measure of the 
“gain” due to a change in that use—apparently even if the “existing use value” 
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had fallen to zero; and finally that, after the measure had been passed by Parlia- 
ment in the general belief that some 75 or 80 per cent of the difference between 
the value in the old use and the value in the new use would be taxed away, the 
minister empowered to fix the percentage decided that it should be 100 per cent. 
The result is that, as the law now stands, the Central Land Board, entrusted 
with levying the Development Charges, is instructed to make it a condition 
for permitting any development on land that the whole gain derived from it 
be handed over to the government. It would not seem unfair to sum up this 
curious evolution by saying that, since what might have made sense theo- 
retically proved to be practically impossible, and since we must have planning 
whatever the cost (“even only fairly good planning is to be preferred over the 
past chaos”—p. 169), even the most nonsensical principle, if it is only adminis- 
tratively feasible, must be adopted. 

It will now be clear that what the British government has undertaken is no 
less than to remove the incentive from practically any changes in industrial and 
commercial activity which involve any substantial change in the use of land 
(the exceptions are so insignificant that we can disregard them for the present 
purpose). This is a task which cannot rationally be consummated unless the 
government takes responsibility for practically all investment decisions. If it 
were to be consistently carried out, land planning would in the end mean cen- 
tral direction of all commercial and industrial activity. No private person or 
corporation would have any interest in putting a piece of land to better use or in 
starting anything new on British soil, because the gain, which can only be ob- 
tained by using some British land for new purposes, would have to go to the 
government. Even worse is the fact that since the prospective value of the de- 
velopment must be paid for in cash before the development can be started, the 
risk of any uncertain venture will be greatly increased. Sir Arnold Plant, in the 
address already mentioned, put it mildly when he concluded that the Act, in its 
present form, 
threatens to ossify our industrial and commercial structure at the very points at 
which flexibility and speed of redeployment are the indispensable requirement of suc- 
cessful enterprise in a competitive system.? 

The illustrations which Sir Arnold offers demonstrate, perhaps better than gen- 
eral discussion, just what the act means in practice: 

Thus the ground floor of a commercial building cannot be changed over from use as 
an office to use as a shop, a retail shop cannot undertake new wholesale business, a 
wholesale warehouse cannot be used for light industry, or vice versa [i.e. without previ- 
ous planning permission and payment of development charges]. You will be pleased to 
know, if you have not yet caught up with Statutory Instrument No. 195 of oth Febru- 
ary, 1949, that although a shop cannot begin to serve its customers with a meal cooked 
on the premises, a restaurant may now be turned into a shop. The managements of 
our great department stores may not yet all be aware that if they increase the propor- 
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tion of their floor space devoted to the restaurant by more than 10 percent, without 
first securing the permission of the local planning authority and paying any de- 
velopment charge demanded by the Central Land Board, they are apparently break- 
ing the law. 


Any number of similar illustrations could be given from the actual decisions 
of the Central Land Board. It is one of the most serious defects of Mr. Haar’s 
book that it gives scarcely any idea of what the application of the new law 
means in concrete terms. The fact is that it would no longer be worth while to 
make any changes in the use of land if the law were followed literally and the 
development charges so fixed as to absorb the whole advantage of the change. 
But it is scarcely more reassuring for the prospects of preserving a free society 
that in fact all future “developments” will depend on the Central Land Board 
authoritatively so fixing the Development Charges in each particular instance 
that those developments it wishes to proceed will still remain profitable while 
all others become impossible. We cannot attempt to demonstrate here in detail 
that the two magnitudes whose difference is to determine the Development 
Charge, the “refusal value” (i.e. the value of a piece of land for which permission 
for any development is refused) and the “‘consent value” (the value of this land 
after permission for a particular development has been granted) are not objec- 
tive magnitudes, ascertainable, as the legislator believed, by ‘normal processes 
of valuation.” As there can be no longer a market for development values there 
will also exist no basis for their valuation. The fixing of the Development 
Charges of necessity becomes an arbitrary affair, exempt from any objective 
test, and is bound to degenerate into a process of bargaining. The American 
observer will have no difficulty in seeing where this is likely to lead when he 
reads the following remarkable paragraph from the preface to the pamphlet 
called “‘Practice Notes,” in which the Chairman of the Central Land Board 
announced the “principles” which the Board proposed to follow in fixing de- 
velopment charges: 

The State now owns the value of all development rights in land. We are the man- 
aging agents and have to collect the additional value given to a piece of land by the 
permission given to develop it for a particular purpose. My colleagues and I are very 
conscious of the responsibilities of this new task. A study of these Notes will show that 
“value” has many meanings and that to adopt one common meaning for all cases 
must produce absurd results in some. We have been given the discretion to decide 
which is the fairest to adopt in each case, and have stated some of our present views 
in these Notes. Each case, however, must depend on its own facts and a general work- 
ing rule must always be variable if it does not fit a particular case. We have given in- 
structions to our staff and to our advisers to suggest the fairest value possible for the 
case in question and to consider with care the views of any developer who takes an 
opposite view. We promise to try to give our own decisions with these points always 
in mind.‘ 

3 Ibid. 

41 Series, Central Land Board, Practice Notes (1949) at III. 
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Could the invitation to bargaining be stated in much plainer terms? 

There is indeed much that must be explained both to the British and to the 
American public about this “daring experiment in social control of the environ- 
ment” (p. 1) into which the British people appear to have stumbled even more 
unknowingly than into any of the undesigned institutions which grew up as the 
result of free development. If Mr. Haar’s prediction be true, “that the ’fifties in 
the United States will be marked by a struggle over land planning in much the 
same fashion as public housing was the issue in the ’forties,” certainly the 
British experiment should be carefully studied in this country. Mr. Haar has 
faithfully presented the legislative foundations. Perhaps, as the book appears to 
be based on a single visit to Britain in 1949, when the Act had only just come 
into force, we should not expect more than a descriptive account of its pro- 
visions and antecedents. We ought to be grateful to Mr. Haar for offering, in 
readable form, the essence of “the massive document of 10 Parts, 120 long and 
involved sections, subdivided into 405 subsections [which] runs to no less than 
206 pages in the King’s Printers copy” and which still left “many of the more 
important provisions for Regulations, Directions and Orders to be issued by the 
Minister of Town and Country Planning” which, even at the time of the writ- 
ing of the book, had become more voluminous and complex than the Act itself 
(p. 8). Yet, convenient as it is to have available an intelligible account of the 
British arrangements, the concern with the administrative detail tends to ob- 
scure rather than point up the wider significance of the measure. Where a defi- 
nite goal is set the technique of achieving it is a matter of legitimate interest. 
But where, as appears to be true in the present case, administrative expediency 
and the narrow considerations of a group of specialists have been allowed to 
decide one of the most general issues of economic policy, exclusive concern with 
machinery has little value except as a warning. Few readers will derive from 
the present book the main lesson the British experience has to teach: the acute 
danger that a small group of technical specialists may, in suitable circumstances, 
succeed in leading a democracy into legislation which few of those affected by it 
would have approved if they had understood what it meant. 


Frrepricu A. voN HAYEK* 


I 
Our institution of land ownership was inherited from England. Frequently 
American lawyers are surprised to discover that legislation, beginning even be- 
fore the Law of Property Act of 1925,’ has made English land law deviate as 
strikingly as our own from the description of historical English land law con- 
tained in law school teaching materials. The British Town and Country Plan- 
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ning Act of 1947? is the latest in a series of acts? which compare in stature with 
such milestones as Quia Emptores, the Statute of Uses and the Abolition of 
Military Tenures Act. 

The 1947 Act without changing the form of fee simple ownership goes to the 
very root of that ownership. Although sponsored by the Labor government it 
represents a bi-partisan British decision that all future land use and develop- 
ment is to be guided along communally predetermined channels and not left to 
the individual decision of private owners. In effect, it goes a long way towards 
transmitting fee simple ownership into ownership of use.‘ The “oughtness”’ of 
planning is no longer a matter for debate in England; the English people have 
decided to plan. In England “planning” is not merely the production of 
“model” programs representing the futuristic dreams of the professional 
planner; the plans have prescriptive effect on landowners. It is more than mere 
coincidence that in this country the Zoning Digest, a journal on planning law, is 
edited and published by the American Society of Planning Officials and that in 
England the Journal of Planning Law is edited by a conveyancer and published 
by a standard law book publishing company. This difference in sponsorship is 
symbolic of the effect of planning legislation on the life of the two countries. 

Mr. Haar’s book accordingly is unique in the growing body of literature in 
this country on the Town and Country Planning Act in that it is an analysis of 
that act by an American practicing lawyer. Mr. Haar does not merely describe 
the objective of this legislation in the high level generalities customarily used by 
planners. Instead he has given himself a concrete lawyer-like objective: a 
description for the American reader of two important aspects of the new English 
planning legislation. He first describes the fundamental administrative machin- 
ery, and then goes on to demonstrate just how individual citizens—home- 
owners, developers, builders, architects and even planners (they too are under 
the law)—are affected by the operation of the Act. Mr. Haar has attempted not 
only to analyze the British Act, but also to give perspective to our own system 
of land planning. All too frequently the American planner ignores the problem 
of providing machinery sufficient to put a plan in operation or assures his read- 
ers that he has been told by lawyers that the “legal tools” are ‘“‘available.’’s 
This book describes in detail the “legal tools” developed by the English and the 
problems wrestled with in determining how to use them. Mr. Haar’s analysis 
should dispel any belief that the problem of administration is simply the prob- 

210 & 11 Geo. 6, c. 51. 

3 See also the Agriculture Act of 1947, 10 & 11 Geo. 6, c. 48 which, a commentator in 12 
Conveyancer and Property Lawyer 3 (1947-48) sadly suggests, in effect repeals the Statute of 
Quia Emptores! 

4 For an argument that fee simple ownership now is “‘title to the use’”’ see Potter, Caveat 
on - Conveyancing under the Planning Acts, 13 Conveyancer and Property Lawyer 
3 

5 McDougal, Municipal Land Policy and Control, 242 Annals 88 (1945) is frequently re- 
ferred to by planners for the conclusion that a variety of legal tools are available for planning. 
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lem of deciding which device is the most “efficient” or that the debate about 
planning can be conducted on the assumption that the legal tools are available. 

Chapter I describes the history of planning legislation in England as a pro- 
gression from the early multiple dwelling laws regulating safety, then to public 
housing and slum clearance legislation, next to public housing legislation with a 
planning “rider” and finally to independent planning legislation divorced from 
the emphasis on housing and slum clearance. Title I of the United States Hous- 
ing Act of 1949° would seem to indicate that perhaps we in this country are in 
the “‘rider’”’ stage of development. Large scale planning still requires housing 
and slum clearance if it is to have popular support. Chapter I also describes the 
administrative machinery for making the act function. This part of the Chapter 
may come as a shock to enthusiasts who see in the British Act the “ideal” for 
which planners should work in this country. The Chapter indicates that the 
British are not much closer than we to solving two basic problems of planning 
administration: (1) the relation of the planning agency to operating departments 
of the same government and (2) planning a geographical or economic area which 
is governed by a number of local governmental units whose political boundaries 
do not correspond to those of the economic area. Mr. Haar’s book would seem to 
indicate that even under the new planning act the Transport Ministry can ig- 
nore the roads projected so beautifully on charts or maps by the planners and 
locate them elsewhere, and that the Ministry of Defense can build a fuel depot 
in an area planned for residential development. The only solution to this prob- 
lem of division of responsibility which the British Act offers is the “interde- 
partmental coordinating committee”’ found a failure in our Federal government 
by the Hoover Commission.’ While some progress is made in the British Act 
with respect to “‘planning” a larger area, little “‘progress’”’ is made in reducing 
the number of local governments which must carry out the plan. 

Chapter II deals with government supervision of land use and development. 
It describes the system of formulating plans for land use and development and 
the restrictions on future private development. In this Chapter and Chapter IV 
the author describes how the British legislation has reoriented the basic philos- 
ophy of planning law. The act is not formulated in terms of negative restrictions 
on land utilization. Rather it provides a mechanism whereby the landowner may 
be directed towards a use chosen by community officials. 

In Chapter III the author deals with another major innovation of the Act— 
nationalizing all development value so that henceforth a developer must buy 
the right of development from the government. Here and in his tentative con- 
clusions in Chapter V the author swallows a little too easily the delightfully 
simple explanation of the “development charge’—as merely a change of 
payees. It is argued by the sponsors of this scheme that formerly a developer 


* 63 Stat. 414 (1949), 42 U.S.C.A. § 1451 (Supp., 1951). 
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paid a landowner a price consisting of existing use value plus potential use 
value and that now it pays the same amount but to two payees instead of one— 
existing use value to the landowner and the potential use value to the govern- 
ment. This explanation ignores the factor of full knowledge by the only seller 
(i.e. the government) of the buyer’s intended use, and it also ignores the fact 
that part of a developer’s incentive to change from one land use to another 
arises from his ability to obtain for his own advantage part or all of this “de- 
velopment value’’ by acquiring the land at its old and less profitable use value. 

Mr. Hayek’s assertion, in his review of this book and in other writings, that 
under a “free market” system all advantage of a change in use of a piece of land 
goes to the developer of the new use and that under the British Planning Act all 
such advantage will go to the government is unsound in both aspects. While it is 
true, as Mr. Hayek suggests, that lawyers and other administrative professions 
need a little more understanding of economics, Mr. Hayek’s sweeping general- 
izations demonstrate that the “principle riding” economists likewise need a little 
more understanding of the operation of legal and economic institutions. 

Lawyers have used the term “market value” for centuries, and its legal 
meaning probably does not depart widely from the conventional meaning 
of the term. Public or private agencies with the power of condemnation usually 
have been unsuccessful in convincing a trier of fact that Mr. Hayek’s theory 
means that the “market value” payable to a landowner on condemnation is 
solely existing use value. Few landowners (none in the United States) resisting 
a valuation made by the tax assessor have been successful in establishing that 
Mr. Hayek’s free market means that the “market value’ on which taxes are 
payable is a capitalization of the land’s earnings. Valuation proceedings in 
mortgage foreclosures, rate making, damage actions, security issues, arbitration 
proceedings and in hosts of other legal proceedings produce the same conclu- 
sion about the operation of the institution of “market value.” In each instance, 
the trier of fact, aided and abetted by economists acquainted with the institu- 
tion of the urban land market has insisted that “market value” includes to the 
seller something representing prospective use value.® 

To the extent that market value does include for the seller something repre- 
senting its prospective use value, Mr. Hayek is wrong in saying that the seller 
receives from a purchaser converting from one use to another only its existing 
use value in the free market. Too much consideration of the institution of the 
free market in land has gone into this legal and practical conclusion to permit 
acceptance of Mr. Hayek’s ancient but untested generalization. In any event, 
the British Act takes from the existing landowner this element of market 
value and now requires the developer to buy this part of value from the state 
instead of the former owner. 

Neither am I as certain as Mr. Hayek seems to be that the development 


, *See Bonbright, Valuation of Property (1937); Orgel, Valuation under Eminent Domain 
1936). 
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charge results in taxing all of the gain on the change of use to the benefit of the 
government and that it leaves none of the gain for the developer. The develop- 
ment charge is, as Mr. Hayek says, the difference between “refusal value” and 
“consent value.” But it is not clear that “consent value” makes no allowance 
for the developer’s profit or his risk taking on changing uses. See, for example, 
the calculation made in (1951) J. of Planning Law 706 at 709 where such an 
allowance was made: To the extent that “consent value” is adjusted to allow 
for developer’s profits he has “incentive” to make the development. This calcu- 
lation of developer’s profit may mean that “‘consent value” becomes a sum ap- 
proximately equal to the sum which, under the free market system, the present 
owner receives over and above any existing use value. If so, Mr. Haar and the 
British Planners are right in saying that the new developer pays no more than 
before for developing a piece of land, but now he pays two payees instead of one. 

Before praising or condemning the British Act American commentators 
ought to read Mr. Haar’s careful description and analysis of the provisions. More 
than that, this book is a must for American planners who would evaluate our 
own system. 

American planning enthusiasts continue to chafe at judicial review of the 
merits of a planning scheme.® Have they thought about judicial review of the 
merits of a planning scheme in relation to the type of legislation and adminis- 
trative action they advocate? Under the British Act, a British landowner is 
compensated in many instances for loss of value due to planning restrictions; 
our planners often ask a court to sustain, without compensation to the land- 
owner, a restriction which makes it impossible for a landowner to develop his 
land profitably.’* Under the British Act planners are compelled to revise their 
plans periodically and are directed in many instances to limit their look into the 
future to development reasonably foreseeable within five or ten years; our 
planners support legislation with no such provisions for flexibility and for 
limited crystal-gazing into the future and complain when courts upset old plans 
which have turned out to be erroneous." Under the British Act, planning is done 
by locally elected policy-making officials whose planning dreams are tempered 
by the realization that costs will come out of the voters’ pockets; some of our 
planning legislation permits planning decisions to be made and put in operation 
without approval of the local legislative body.” 

Mr. Haar’s book is a useful contribution to our thinking about planning 


* See, e.g., McDougal and Haber, Property, Wealth and Land 820 (1948): ‘Consider the 
difficulties that decisions of this type place in the way of long range planning and the need 
they suggest for an integration of powers.” 

1° See, e.g., Barney & Carey Co. v. Town of Milton, 324 Mass. 440, 87 N.E. 2d 9 (1949). 


+t See, e.g., Arverne Bay Construction Co. v. Thatcher, 278 N.Y. 222, 15 N.E. 2d 587 
(1938). 


* See, e.g., Ayres v. City Council of Los Angeles, 34 Cal.ad 31, 207 P. 2d 1 (1949). 
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whether the reader interprets his remarks about the economics of land use as 
an “erroneous” view personal to Mr. Haar or as a description without too much 
critical analysis of the “erroneous” views of the British sponsors of the act. 


Atiison DunHAM* 


The Federal Bureau of Investigation. By Max Lowenthal. New York: Sloane 

Associates, 1950. Pp. 559. $4.50. 

The Bureau was young when I first met it in 1917. Its official title was, ““The 
Bureau of Investigation of the Department of Justice.’”’ As such it had no place 
in the public mind. The newspaper men took its stories but balked at its title. 
Perhaps they called it “The Secret Service,” which made the staff of that 
ancient and honorable organization unhappy, or perhaps they called it the ‘““De- 
partment of Justice,’ which made uncomfortable those who thought this 
derogated from the dignity of the United States Attorney. More often, perhaps, 
the stories would be credited merely to a government or Federal agent. The 
Bureau was anonymous. 

William J. Flynn, head of the Secret Service, became Chief of the Bureau in 
1919. He was widely known and had a magazine named after him which 
published stories appropriate to its title. In 1921 William J. Burns succeeded 
Mr. Flynn. He was a private detective with a country-wide reputation. In the 
popular mind he was Mr. Detective himself. But neither Mr. Flynn nor Mr. 
Burns succeeded in personifying the Bureau’s title. Mr. Hoover took over in 
1924. The title of the Bureau was changed to “‘The Federal Bureau of Investiga- 
tion.” Mr. Lowenthal places the date of the change in 1935. Thereafter, under 
its initials FBI, the Bureau has become a household name and has gathered a 
popular following that rates it a place in the herd of politically sacred cows. 

Mr. Lowenthal raises several questions relative to the Bureau, of which the 
most significant in his analysis, may be stated thus: ““What is the impact of a 
central police force on American Society, a police force which may be and is 
dedicated to political purposes?” 

He strikes his key note in the opening chapter, where the Bureau’s history 
begins. 

It was 1908; Charles J. Bonaparte was Attorney General, Theodore Roose- 
velt, President. Mr. Bonaparte urged upon Congress the importance of creating 
a bureau of investigation in his Department. Congress, however, was leery. 
One member said that it ‘“‘would be a great blow to freedom and to free institu- 
tions if there should arise in this country any such great secret service bureau 
as there is in Russia and was in France under the Emperor, and one time in 
Ireland.”” A contemporary newspaper viewed the proposal in the light of the 
“Hated Black Cabinet of St. Petersburg” and of Fouché, who was the reservoir 
of everybody’s secrets and intimidated Napoleon himself. It expressed the 
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opinion that “There is no desire for a general detective service or a national 
police organization in connection with the Federal Government. On the con- 
trary, there is in Congress an utter abhorrence of such a scheme.” 

The 60th Congress, to which the proposal was made, did not merely refuse 
to go along, it positively forebade the Treasury Department to lend its Secret 
Service operatives to fellow government agencies, including the Department of 
Justice. Nevertheless, when the next Congress met the Bureau had been 
started—informally, of course—but it existed. Under pressure from the Presi- 
dent and the Attorney General, Congress made an appropriation for it and in re- 
turn received solemn assurances that the Bureau would never be used for 
political purposes. 

The manner in which the author develops his story in indicated by the cita- 
tions given above. He interposes a minimum of his own views and a maximum 
of cited authority taken from Congressional and court records, from reports 
and statements of Attorneys General, from contemporary comments of the 
press, of public men, and of those affected by the Bureau’s doings. It is other 
people, not the author, who discuss the Bureau, pro and con, and from these dis- 
cussions emerges an understanding of the Bureau’s history and of its character 
which supports those “Prophets of evil’’ of 1908 who foresaw in the creation of 
the Bureau the birth of a monster. 

[Since there are nearly five hundred pages of text, an impressionistic view of 
the contents of the book is all that will be attempted.] 

When the Bureau began it had an inactive miscellany of laws to watch over. 
Its first pervasive job came in 1910 when Congress passed the statute generally 
known as the “White Slave” or “Mann Act.” 

The First World War gave the Bureau a major assignment. As an index to 
what happened, I might point out that when the war opened there was one 
agent stationed in Philadelphia. His territory included the Eastern District of 
Pennsylvania and the Middle District which extends westward to the Alle- 
gheny Mountains: the Southern District of New Jersey, and the District of 
Delaware. A second agent at the time happened to be working out of the Phila- 
delphia office on a special assignment. He stayed. The first “Agent in Charge” 
transferrred to Washington within a year, and the second agent became “Agent 
in Charge.” Before the war was over, he had some sixty men under him. 

It was early announced that the Bureau was in charge of spy catching and 
was to be the “eyes and ears” of the government. In that capacity it preserved 
in its files comments of every nature and from any source which indicated pro- 
German leanings upon the part of any member of the community. 

This material became significant in 1918. A hot Congressional fight was in 
progress. Domestic politics does not shut up shop because of an incidental 
matter like a World War. Charges were made. A Congressional investigation 
followed, and, after the armistice, the Bureau’s files were given a public viewing. 
The information therein threw a shadow over a wide circle of persons. There 
were outcries against “smearing”; against chardcter assassination “by sug- 
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gestion and innuendo”; and protests against the injustice of attributing “guilt 
by association”’; outcries that since that time have become familiar parts of our 
vocabulary. 

The enforcement of the Selective Service Act was part of the Bureau’s work, 
and, in the performance of this assignment, it conducted draft raids, which 
were productive of a great deal of excited discussion both in Congress and the 
press. Its critics maintained that the Bureau lacked the most primitive under- 
standing of the rights of citizens. 

After the armistice, the Bureau’s interest in pro-Germans and slackers faded. 
It became devoted to those elements generally classified as “‘Reds.’’ The climax 
of the Bureau’s battle against them was reached in the Red raids of January 3, 
1920. These raids bulk large in the book; at least a quarter of it is devoted to 
them. They are treated from every angle, and the result of the treatment reveals 
how brutal and lawless a law enforcement agency can be. 

Although the Red raids may have been the climax, they did not terminate the 
Bureau’s hunt, which carried on under Attorney General Daugherty, who was 
persuaded that the influence of the Third Internationale in this country was 
real and that it was responsible for many things that happened here of which he 
disapproved. 

With the coming of Attorney General Harlan F. Stone in 1924 under Presi- 
dent Coolidge, a ruling was made that the Bureau should confine its activities to 
the normal procedures of crime detection. The influence of this ruling was 
effective for some thirteen to fifteen years. 

When the European war opened in September 1939 the Bureau’s Chief, Mr. 
Hoover, promptly announced that the President “has instructed the Federal 
Bureau of Investigation to take charge of all investigative work in matters in- 
volving espionage, sabotage, subversive activities. .. .” A short time later he 
told us, ““We have a distinct spy menace.” 

The activities of the FBI during the war are set forth in one short chapter 
under the heading of “Spies and Saboteurs,” in which a series of cases are men- 
tioned. The part played by the FBI in these cases is so described as to leave the 
impression that the Bureau caught no one who was not delivered to it duly 
tagged and briefed, and that everything it undertook from Peari Harbor to the 
Coplon case was fumbled. 

In the very last chapter, titled “Investigation of Beliefs,” the FBI is por- 
trayed as busying itself with labor movements and strikes on the theory that 
they were communist inspired; with alleged communists and with the Federal 
employees loyalty program which has become an inquisition into left wing 
entanglements. 

The book closes on this note, with a reference to the dossiers that: people 
the FBI’s files in great numbers, and a throwback to 1908. The suggestion is 
made that the policy followed in collecting the dossiers represents “‘a realization 
of the fear expressed during the 6oth Congress.” 

The impression of the FBI reached by a reading of Mr. Lowenthal’s book is 





634 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


an unpleasant one. As a detector of criminals it appears inept; as an oppressor of 
persons because of their beliefs it is sinister. 

The reviewer cannot altogether quarrel with the impression created. He cer- 
tainly cannot quarrel with the facts presented that go to make up that im- 
pression. The bulk of them relate to things done between 1917 and 1924, a 
period approximately corresponding to his own tenure of office. Nor does he 
complain of the criticisms which have been cited, and yet he is aware that out of 
it all comes a creature that bears but a distorted likeness to the FBI. 

To begin with, the accusing finger points continually at the Bureau as if it 
were always the principal actor—in fact the only actor—in the doing of all of 
those things which we now think should not have been done. Moreover, the 
acts themselves have a twisted appearance because they are viewed out of 
context. Many of them have a political cast, and it is impossible to appraise them 
properly without an understanding of their political background. So, my func- 
tion will be to present the Bureau in its proper setting in its relation to other 
government agencies with which it functioned and to show the factors that 
entered into carrying on the activities that are particularly complained of and 
to what extent they represented a response to the popular will of the moment. 

However, before entering into this broader field, I think it reasonable to com- 
ment on the deprecatory references to the Bureau’s crime detection work. I 
don’t altogether approve of them. I may have a personal reason, for I sat with 
the agents of the Bureau and puzzled with them over ways and means of find- 
ing the Bombers of 1919. We had several bombings that year in Philadelphia. 
We did not find the Bombers. Mr. Lowenthal has set forth the pronouncements 
of the Bureau during the period of the hunt (they were full of promise), and he 
compares them with the accomplishments of the Bureau which, in that par- 
ticular, were nil, and makes the Bureau look foolish. I admit we felt foolish, but 
we took every turn and twist to find a lead, and we worked on every suspect to 
force a break to the inside, but we got neither a lead nor a break. We had 
theories, but they proved nothing. So nothing happened. 

I might add that in the holding of several official positions I have become 
familiar not only with the Federal crime detection agencies, but also with our 
Pennsylvania State Police and our Philadelphia City Police. I learned what we 
all should realize to be true, that none of these organizations have occult power, 
although they all may do good work, and that there is nothing mysterious about 
investigating crime. 

I know nothing at first hand of the cases mentioned in the chapter on “Spies 
and Saboteurs.’’ Whether they were handled well or badly by the FBI is a sub- 
ject upon which I have no opinion, but before criticizing it for a failure to solve 
any given problem I would first want to know the facts it had available for the 
solution and the use it made of them. 

In a broader field of public relations the Bureau is criticized because shortly 
after the armistice, when its files were opened, they were found to contain re- 
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ports of a slanderous nature concerning a great many people. The question is 
whether this criticism was justified. 

When the war opened in 1917, there was a widespread, popular conviction 
that the country was infested with spies and enemy agents and that the Govern- 
ment should exterminate the pests. The entire populace seemed to transform 
itself into one great detective agency. Further, in Philadelphia there were a 
number of special organizations, for example, the American Protective League, 
made up of volunteers, two military and two navy intelligence services. We were 
deluged with reports of suspects and called upon to pass on a continuous succes- 
sion of cases which, on analysis, would result in release of the suspect. It is true 
we caught no spies. We learned after the war that the other districts had been 
equally unsuccessful, but we could not permit any information whether we 
thought it immediately of value or not, to be ignored. So far as possible, every 
lead was run down by an agent. He wrote a report on what was told him, what 
he did and what he learned. He did not appraise it. A copy was sent to Wash- 
ington and a copy to the United States Attorney. The latter official was called 
upon to appraise the report and to take such action as it called for. If none were 
called for, he filed it. Further information might make the original report valu- 
able. That there was much in the reports concerning many people given for 
reasons other than patriotism was to be expected, and their presentation to the 
public as though they had the official backing of the Department of Justice 
understandably aroused great indignation. I can sympathize with the indigna- 
tion, but at the time I thought the Bureau’s procedure was sensible and appro- 
priate to the service it was called upon to render. We were concerned at the time 
not so much with crimes that had been committed as with endeavoring to 
identify those persons in the community whose thinking, whose talk, and whose 
associations were such that they might be suspected of being enemy agents or 
disloyal. When you are concerned with such intangible matters there is no way 
to measure the relevancy or irrelevancy of any particular bit of information. It 
must all go in the file. 

The draft raids are another matter for which the Bureau is held responsible 
and for which it is criticized. The raids occurred in 1918, a year in which there 
was an uneasy feeling that many men had evaded the draft and that something 
should be done about them. The answer was the dragnet draft raid, a spectacu- 
lar demonstration of the Government’s activity. I don’t know who thought up 
the idea, but I do recall that the leading figures in the American Protective 
League, which in a sense represented the public, were supporters of the idea, and 
they joined the “Agent in Charge” in making the plans. In addition, the 
League supplied the bulk of the manpower required. 

I went on two of the raids that were conducted in Philadelphia as the repre- 
sentative of the United States Attorney’s office. Both were filled with interest- 
ing incidents. They did result in depriving many innocent persons of their 
liberty, in an exasperating manner, for a period varying from minutes to ten 
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or twelve hours. The latter extreme was due to a delay in securing reports from 
local draft boards. The legal justification for our action was probably dubious, 
though I doubt that the courts would have denied our right to act as we did. 
The number of slackers arrested was not substantial for the good reason, I be- 
lieve, that the number of draft evaders in the country was negligible, but we 
did not know that at the time. I will let the matter stand at that point. I think 
it was wise to condemn the raids, but knowing how they came about I cannot 
be too severe on those who promoted them. They certainly seemed to be a good 
idea «t the time. 

Since the political activities of which the Bureau stands accused are largely 
those directed against the left wing, some history of them may be appropriate. 

In 1917 Francis Fisher Kane was the United States Attorney in Philadelphia. 
He was in command of the Department of Justice in his own district—a Demo- 
crat in an overwhelmingly Republican town. President Wilson had made it clear 
that he believed the guarantees of freedom of speech and liberty of the press 
persisted in the face of war. He signed the Espionage Act of June 15, 1917, with 
the declaration that it would never be used to prevent criticism of him or his 
administration. 

In the Republican ranks, the most vigorous spokesman was Theodore Roose- 
velt. He was a fighting man par excellence. There was a fight on. We had to win. 
There was only one aim in war—victory. We would win if we had the will to win. 
Those who questioned the war or its aims weakened our will to win. They were 
unhung traitors. 

In Philadelphia there were at least seven English language newspapers, all 
of which supported the war. One in particular, the North American, preached 
as Mr. Roosevelt preached. Also, there was a Socialist Party and a German lan- 
guage Socialist newspaper, the Tageblatt. The former printed a leaflet attacking 
the constitutionality of the Selective Service Act. The leaflet was distributed on 
the streets. The local police arrested the distributors and were applauded. 
When they brought their captives to the Bureau to be held for treason, all were 
released on orders of the United States Attorney. Mr. Kane was a friend and 
loyal supporter of the President, and he had convictions of his own which he 
would not easily give up. These convictions were not understood. No one cared 
to listen to them. The Tageblatt was opposed to the war and demanded a state- 
ment of aims. Its editorials were translated and reprinted in the North American 
with bitter comments both in the news columns and the editorials. There was 
a widespread demand for the suppression of both dissenters which went on for 
months. Mr. Kane’s picture was carried in the paper and assigned as the reason 
why treason flourished in Philadelphia. It was nearly five months after the war 
opened before United States Attorney Kane directed a raid on the Socialist 
Party headquarters and shortly thereafter on the Tageblatt. The reasons for his 
moving when he did are intricate legal ones with which nobody was concerned. 
Out of the first raid rose the case of Schenck v. United States’; out of the second, 
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Schaefer v. United States? The former is probably the most quoted case in our 
legal literature. I think of the thousands that refer to Mr. Justice Holmes’ words 
relative to “clear and present danger’’ and to all of them the plaintiff is nothing 
but an awkward collection of six consonants and a vowel, but he was a man—a 
mannikin of a man with a pale moon face, a nubbin of a nose and troubled blue 
eyes, but he had a faith, and he suffered for it. 

These two cases constituted our major attack on the dissenting groups. 
The agents of the Bureau took part in the two raids but under direction of the 
United States Attorney. The responsibility was his, just as it was his responsi- 
bility to refrain from interfering with anti-war and anti-conscription meetings 
held by the censors, and from interfering in labor troubles. 

After the armistice, we looked back and realized that we had come through 
a storm, and although we had tried and convicted many persons for miscellane- 
ous offenses our chief service had been rendered in tempering the storm. It 
seems that the fear of thought and the will to suppress it, aroused by the war, 
was a quality not to be laid aside, so we moved on after the armistice without 
a break from our hunt for pro-German and the disloyal, to a hunt for the Reds. 

In 1919 fear and hatred of the Reds was as virulent as anything that had as 
yet possessed us. The bombings of 1919 did not allay our fears. Following them 
came the raids on the Union of Russian Workers in October and on the third of 
January, 1920 occurred the spectacular “Red” raids. They were directed from 
Washington. Mr. Kane.did not approve of them and resigned from office. He 
thought them irresponsible and unjustified, not necessary for the safety of the 
nation, nor conducted within the terms of any act of Congress passed for the 
purpose. 

A question arises as to why these raids occurred. Of course, nobody knows 
with accuracy, but the following facts may be illuminating. The President was 
incapacitated and his administration had gone asprawl without any controlling 
intelligence. The Attorney General was a candidate for the Democratic nomina- 
tion for President, the nominating convention was to meet in July. The Red 
issue loomed large in the popular mind. Mr. Palmer had become the nation’s 
champion in fighting against that menace. The Red raids constituted a spec- 
tacular demonstration of his championship. 

A. Mitchell Palmer was a Pennsylvanian, a large open-faced handsome man 
with affable manners. The party leaders in sixty-seven counties called him 
Mitch. I always suspected that his concern for the Bill of Rights was somewhat 
free and easy. He probably would have said that Frank Kane was too fussy 
about it. Mr. Kane himself to this day explains Mr. Palmer’s action by saying 
that he was as much obsessed with fear and hatred as other people, and that 
he had a special reason because his own home in Washington had been bombed. 
But some of the party philosophers didn’t look at it that way. One who was not 
a learned man but a wise one remarked that playing for the presidency was a 
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great game. The stakes had become the greatest in the world and in it anything 
was expendable. 

I have arranged the facts. Motives are always mixed, even the man that ex- © 
presses them in his actions may not understand them, so any one looking on © 
may interpret them as he chooses. 

From Mr. Lowenthal’s review of the FBI’s political activities they would © 
appear negligible between the years 1924 and 1946, when the Bureau picked up — 
the trail of the Communist. This period, however, was not a political vacuum. 7 
It was filled with differences as bitter as any the country has ever known. We — 
entered the Second World War with the most violent opponents of the Ad- — 
ministration and its foreign policies in a position where they could be labeled 
anti-war, pro-German, pro-Nazi and pro-Fascist. What happened to them is a 
long and unhappy story. 

If Mr. Lowenthal is still looking for evidence as to what can be done through 
the FBI, under its present centralized direction from Washington, to oppress 
dissenting individuals and groups, it would be well for him to study the period 
from December 8, 1941 to the end of 1945. 

It is an interesting commentary on our political attitudes that this phase of © 
our war activities has been blacked out. In fact, it is the fashion to congratulate 
ourselves that during the Second World War no such abuses of civil liberties oc- 
curred as happened in the First World War. I saw at first hand what happened 
in both, in my own sector of the country, and will merely say that such self- © 
congratulation is utter hypocrisy. | 

In summarizing, I would say that the FBI is not of itself sinister. It is merely 
the symptom of a disease: if you choose to call our present fear of thought and 
our will to suppress it a disease. We acquired that quality in the First World 
War, and it has remained with us since. If it persists, the FBI must persist in 
collecting dossiers on such persons as may be suspected of inhabiting the field of 
thought of which we are afraid, whether they be pro-Germans, Fascists, Nazis, 
Communists, or such other similar group as may tomorrow be included in our © 
fears. That is now and will continue to be the FBI’s duty, and it cannot be con- © 
demned for doing its duty. 

What I have said should not be taken to mean that the matters described by 
Mr. Lowenthal should not be set before us as vividly as possible, for the spot- 
lighting of the symptom of the disease may awaken us to the disease itself. That 
Mr. Lowenthal has done well, with the care and precision of a lawyer. I con- 
gratulate him upon it, though I do wish he had made it clear that in oppressing 
those suspected of the thought we hate, neither we nor the FBI discriminate be- — 
tween National Socialists and International Socialists. 


T. Henry WaALNutT* 
* Member of the Pennsylvania Bar. 














